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January 13, 2002

Lt. Governor Bill Ratliff
P.O. Box 12068
Augtin, Texas 78711

Dear Governor Ratliff,

The Senate Finance Committee respectfully submits this report regarding our charge to survey and
assess the current tax system in Texas. Also included, in response to our charge, isalisting of taxation
authority given to units of local government and estimates of the economic value associated with dl
current taxes, exemptions, and abatements. We thank you for providing us this opportunity to address
these important issues.

This report is submitted with consderation of the uncertainty the 78th Legidature will face in developing
the 2004-2005 dtate budget. The Committee expects this report will provide a useful informationa
resource to its readers. Many of the issues discussed in this report include information that may have
fiscd implicationsif adopted by the Legidature. Therefore, in an effort to provide the Senate flexibility in
addressing thisissue, a series of options with avariety of costs have been identified in leu of making
recommendations. It isimportant to note that the members of the Committee have signed this report in
an effort to forward the process of the Committee. In no way should a Sgnature of a member be
consirued as an endorsement of any individua option or concept contained within this report.

| thank you for the opportunity to respond to this very important charge. The process from information
and data gathering to find product has been chdlenging, informative, and rewarding for everyone
involved.

Sincerdly,

" (b, SRL

Rodney Ellis



December 19, 2002

The Honorable Bill Ratliff
Lt. Governor of Texas
Capitol Room 2E.13
Austin, TX 78711

Dear Governor Ratliff:

The Senate Finance Committee submits its interim report for the consderation by the Seventy-Eighth
Legidature.

The options outlined in this report are based on extensive testimony and suggestions from sate
agencies, organizations and other interested persons.

Respectfully submitted,

Senator Rodney Ellis Senator ChrisHarris

Chair Vice Chair

Senator Gonzalo Barrientos ~ Senator Robert Duncan Senator Troy Fraser
Senator Mike Jackson Senator Jon Lindsay Senator Eddie Lucio, Jr.
Senator Steve Ogden Senator Todd Staples Senator Carlos F. Truan
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Senator John Whitmire Senator Judith Zaffirini
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Senate Finance Committee
Interim Charge#1

Survey and assess Texas' current tax system, including taxation authority given to units of local
government. The survey should identify the economic value associated with al current taxes, aswell as
current exemptions and abatements. The Committee' s report should include information provided by
the survey.

Hearings by the Senate Finance Committee on Taxes

Date L ocation Topic

December 5, 2001 Audin Review interim charge
February 26, 2002 Audin Generd Texas busness taxes
June 4, 2002 Audin Excise taxes

Note: Refer to Appendix B-D for hearing agendas and to Appendix E for asummary of industry
priorities.

10
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Executive Summary

The tax system in the State of Texas has provided the funding for operations benefitting its citizens since
the first state tax was collected in 1836. Over time, the needs and economy in this state have evolved;
at the same time, the tax system has aso changed. According to the Comptroller of Public Accounts, in
1930, the State of Texas mgor revenue sources were the Gasoline Tax, Ad Vaorem Tax and a Gross
Receipts Tax.

General Tax Information

As shown in the tables below, the tax |andscape has changed dramaticaly, particularly with the creation
of the Sdlesand Use Tax in 1961, which now accounts for more than 55% of the state s tax revenue.

1930 Texas Tax Revenue Mix* 2002 Texas Tax Revenue Mix?

1930 Tax Revenue Mix and Totals 2002 Tax Revenue By Sour ce
Gasoline Tax $ 32,221,624 | |Sdes Tax $ 14,516,341,226
Ad Vdorem* $  25084,246 | (Motor Vehicle $ 2,949,540,192
Occupation Tax $ 300,363 | |Sdeg/Rentd, Mfg
GrossReceiptsTax | $ 11,185,153 | [Motor Fudls Taxes $ 2,833,607,460
Fur Tax $ 15,075 | |Franchise Tax $ 1,935,709,140
Inheritance Tax $ 775,532 | |Insurance Occupation | $ 1,045,710,105
Franchise Tax $ 1,524,833 | |Natura Gas $ 628,496,630
Poll Tax $ 1,613,721 | |Cigarette and Tobacco | $ 540,038,314
Total Tax Revenue | $ 71,106,826 | [Taxes

Alcoholic Beverages | $ 560,197,124
*Note: In 1930, the Ad Vaorem Tax was a Qil Production Tax $ 338,661,102
State property tax. The state property tax was | Inheritance Tax $ 334,190,915
repeded in 1968. Thelocal property tax code  |Utility Taxes $ 311,051,398
was not enacted into law until 1979. Hotd and Motd Tax $ 230,909,206
Other Taxes $ 54,649,681
Total Tax Revenue | $ 26,279,102,493

1Comptroller of Public Accounts, Annual Report Of The Comptroller of Public Accounts of The Sate of
Texas 1930, p. 7

2Comptroller of Public Accounts, State of Texas 2002 Annual Cash Report, 2002.
11
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The combined Texas sate and locd tax systems generated atotal of $53.7 billion of revenue in fisca
year 2001 as shown in the graph below.?

Texus Stale and Local Tuxes
FY 2001 Total — $533.7* Billion

wed Lol T

e
[ANTANEIPR LS
A Lzual cracery et
A

! Tax Yeur 200 Lovy

HATRCR. 2030 Axwesl Coeh eprLynd 2200 Azl Teapzity Tre Xeprtof bz Congholi =
Flolele reay 207 add dur o> ravadee

Generdly, Texasisalow tax and low government spending state per capita. The bar chart below
shows how Texas ranks among the states for several mgjor taxes and overal taxation.

3Carole Keeton Rylander, Comptroller of Public Accounts, December 2001.

YIbid
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How to Read This Document
The primary purpose for this report is to compile information aboout each of the taxes collected by the
date, the history of the tax, the monetary vaue of the tax, any exclusions, exemptions, deductions or
abatements, and any other rdlevant information about each tax. This document is intended to be a
reference guide of information on Texas taxes. The backbone of the report will outline each tax, give its
higtory, and the amount of revenue an incrementd increase would yield. There will dso be additiona
sections on severd topics which have been specifically requested by a member of the Senate Finance
Committee or by the Lt. Governor.
Those expanded sections include:
1. Corporate Franchise Tax “Loopholes’ - p. 65
2. TheTobacco Tax - p. 94
3. Rendering of Business Property Tax - p. 121
4. Locd Taxes-p. 130

Thisis not the first comprehensive report written on the Texas Tax System. A brief summary of the
sudies conducted in the past 15 yearsis available in Appendix G.

14
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Taxes Paid by Texans

In order to have an idea of the overdl picture of the Texas tax landscape, we need to look at the GSP
(Gross State Product) of Texas, the taxable income, and dl taxes paid by Texas citizens. Texas citizens
pay federd, state and loca taxes.

The following questions must be answered in order to see the big picture:

©CoNog~wWNRE

[
= O

How large is the Texas economy?

How much do Texans pay in Federa taxes?
What are the mgjor taxes that Texans pay?

Who pays more taxes, businesses or individuas?
What isthe profile of the average Texas taxpayer?
Who is exempted or excluded from paying taxes?
How does Texas State taxes rank among the 50 states?
How are our tax dollars used?

How isthe State’ stax revenue generated?

How have taxes changed over time?

How much do tax exemptions cost the Sate?

How L argeisthe Texas Economy?

In caendar year 2000, Texans earned gpproximately $580 hillion in personal income. In 2001, Texas
had a Gross State Product of $620.4 billion, ranking above Russia, Canada, Spain and Austria. Only
two states and three super powers Gross State Product ranked above that of Texas (New Y ork,
Cdifornia, United States, China and Japan).

15
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How Much Do Texans Pay in Federal Taxes?

In 2001, the Internd Revenue Service collected atota of $2.1 trillion in federal taxes.® Of this amount,

Texans
Internal Revenue Gross Collections Fiscal Year 2001 pad
Amounts are in thousands of dollars] $161.2
Total United States Texas hillion.
Total Internal Revenue collections 2,128,831,182 161,178,329
Corporation income tax 186,731,643 17,598,181
Individual Income and Employment Tax
Total 419,408,308 28,949,632
Income tax withheld and SECA tax 1,429,257,729 98,169,830
Income tax withheld and FICA tax 4,702,645 98,061
Railroad retirement tax 7,064,093 521,335
Unemployment | nsurance tax 25,289,663 1,242,130
Estate Tax 52,418,848 14,350,268
Gift Tax 4,758,287 N/A
Excise taxes 58,585,763 N/A

Texas was preceded by Cdiforniaand New Y ork which paid gpproximately $265 billion and $195.5
billion in federd taxes, respectively. Illinois followed Texas with $113 billion paid in federal taxes®

What Arethe Major State Taxesthat Texans Pay?

More than three quarters of our state and loca tax burden consists of the property tax and the sales tax.
“The largest tax paid by most Texansisthe loca property tax, which accounts for more than 40
percent of our total state and local tax load. State and local sales taxes account for another one-third of
taxes paid by Texans.” ’

SRS Data Book, FY 2001, Publication 55b. Also, Chief Financia Officer, Revenue Accounting, Office of
Revenue Systems N:CFO:R:S

6I RS Data Book, FY 2001, Publication 55b. Also, Chief Financia Officer, Revenue Accounting, Office of
Revenue Systems N:CFO:R:S

’Center for Public Policy Priorities, Texas Taxes. The Basics,1999. Available at
http://www.cppp.ora/products/reports/ttexecsum.html

16
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Texas ranks 3rd among the states in persona income ($538 billion), yet aso ranks 40th in per capita
taxes of $2,247 (only 10 states tax less than Texas). Texasis one of seven states without a persond
income tax and one of four states without a corporate tate income tax. It aso does not have a date

property tax.

Who Pays M ore Taxes, Businesses or I ndividuals?

Business Taxes: Texas businesses pay approximately 60% of the taxes collected in the Sate.
Property taxes condtitute nearly haf the taxesinitidly paid by business, and the sales tax accounts for
another quarter. Of the business taxes collected, the corporate franchise tax accounts for 18% of taxes
paid, making thisthe date’'s
mgor businesstax. Although
businesses pay a high percentage
of taxes, they are often ableto
pass on the cost of business
taxation to consumers through
price increases, to workers
through lower wages, or to
owners and shareholders through
lower returns on investment.?

Bustvesx vw. Individnal Tavex Paid

[Taczs Taiz sy Tevas Jusnzsses 6%

la<se Py oy Ievas ot/ daaie /D

Sales Taxes: Initidly, both individuals and businesses both pay the sales tax. However, businesses
may shift sdes taxes onto their consumers through higher prices. How much salestax individuas pay
depends on how much of their income they spend and what they buy. Because lower- and middle-

8lhid
17
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income individuas generdly have to spend more of their income on necessities and can save less than
persons with higher income, the sales tax takes a bigger share of their income than it does of a higher-
income person.®

Property Taxes. Taxes on resdentid renta property may be borne by landlords or passed onto
tenants through higher rents. Property taxes imposed on owner-occupied homes fal entirely on the
homeowner, who cannot shift the tax onto someone ese.’?

%lbid

1 pid
18
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Tax Incidence

The persons from whom a given tax is collected is not necessarily the one who ultimately pays the tax.

It should be recognized that any tax levied directly on abusiness will ultimately be paid by consumers
viahigher prices, business owners via reduced profits or employees via reduced wages. Taxes may dso
be exported out of state, thereby rdieving the tax burden in state. Of course, other states’ taxes may
end up being imported into Texas aswell.

The table below isatax incidence report and illustrates how taxes paid by businesses are borne by

Texans
Taxes I nitially Paid by Businessin 2001:

Distributional Assumptionsfor Final Incidence

Borne by Texas Residents
Consumer Labor Capital
Share Share Share Exported | Total

Limited Salesand Use Tax 39% 16% 1% 44% 100%
Motor Vehicle Sales and Use Tax 54 23 1 22 100
School Property Tax

rental property 87 0 7 6 100

agricultural property 10 34 10 46 100

commercial property 58 19 2 22 100

industrial property 17 41 2 41 100

utility property 90 3 1 6 100

mining property 10 29 4 57 100
Gasoline Tax 40 23 1 36 100
Natural Gas Tax 10 29 14 46 100
Franchise Tax

agricultural sector 10 34 2 54 100

mining sector 10 29 2 59 100

construction sector 0 7 0 3 100

manufacturing sector 19 43 1 37 100

utility sector 0 4 0 6 100

trade sector 63 19 0 18 100

finance sector 47 16 1 37 100

services sector 84 7 0 9 100

In this chart, consumers are Texas households rather than individuas. Labor refers to Texas workers,

1lComptroller of Public Accounts, Texas Exemptions and Tax Incidence, January 2001, p.46. Available at
http://www.window.state.tx.us/taxinfo/incidence/table46.html,
19




Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

capital refers to business owners, and exported means the tax is shifted out of state and borne by non-
Texans.

What isthe Profile of an Average Taxpayer ?

According to the Texas Workforce Commission, Texas statewide per capitaincome for the year 2002
is $26,834.12 The Taxes Paid Table® shown below identifies five annua income groups, the state taxes
paid by each income group, and the percent of income paid in taxes. Each income group contains
approximately one-fifth of the households in Texas*

$10,915 $1,459 13.4%
$23,082 $2,111 9.1%
$35,299 $2,809 8.0%
$56,731 $3,818 6.7%
$144,954 $6,440 4.4%

The mgor state and local taxes paid by Texans congtitute Franchise, Gas, Motor Vehicle Sdes, School

Property, and Sadles & Use Tax. The following pie charts break down the amount paid in each of these
date and locd taxes by income leve.

Note: These income group estimates do not include federal taxes paid.

12Texas Workforce Commission, Information Technology, June 2002. Available at
http://www.twc.state.tx.us/careers/infotech.html

13Center for Public Policy Priorities, Who Pays Texas Taxes? February 2001. Available at
http://www.cppp.org/products/policypages/111-130/111-130html/PP115.html

% Income groups and taxes paid were calculated from the Texas Comptroller of Public Accounts, Tax
Exemptions and Incidence, January 2001. Available at http://www.window.state.tx.us/taxinfo/incidence/txtax.html,

20
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Income Level $10,915

Taxes paid are $1,459 or 13.4% of total income. Of the totd taxes paid, the following pie chart bresks
down the dollar amount paid in each tax.

Sales Tax is 37% of $1,459
A
AN
Property Tax is 39.8% of ]
$1,459 /
17 )
! Natural Gas Tax is .5% of $1,459
\ e
\ e Gasoline Tax is 6.8% of $1,459
111

M.V. Salesis 7.8% of $1,459

Franchise Tax is 7.6% of $1,459

Income Level $23,082

Taxes paid are $2,111 or 9.1% of total income. Of the total taxes paid, the following pie chart breaks
down the dollar amount paid in each tax.

N
1
174

&3

Property Tax is 39% of
$2,111

Sales Tax is 39% of $2,111

L0
\
:
A | A
\

Natural Gas Tax is.9% $2,111

£ o]
4527

Gasoline Tax is 8 % of $2,111

[

M.V. Salesis 8% of $2,111

Franchise Tax is 6% of $2,111
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Income L eveal $35,299

Taxes paid are $2,809 or 8% of total income. Of the tota taxes paid, the following pie chart bresks
down the dollar amount paid in each tax.

Sales Tax is 39% of $2,809

/AN
Property Tax is 39% of \ L5 Natural Gas Tax is 1.3% of
$2,809 : T
s A Gasoline Tax is8.7 % of $2,809
A 520
\ M.V. Sdesis 7% of $2,809

Franchise Tax is5% of $2,809
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Income Level $56,731

Taxes paid are $3,818 or 6.7% of total income. Of the totd taxes paid, the following pie chart
breaks down the dollar amount paid in each tax.

Sales Tax is 38% of $3,818

AN\ £1<45|
Property Tax is 41% of
$3,818 L2 Natural Gas Tax is 1.6% of
F et Gasoline Tax is 8.5% of $3,818
\\ [£7 du
\ M.V. Salesis 3.6% of $3,818

Franchise Tax is 4% of $3,818
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Income Level $144,954

Taxes paid are $6,440 or 4.4% of total income. Of the totd taxes paid, the following pie chart
breaks down the dollar amount paid in each tax.

Sales Tax is 36% of $6,440

Property Tax is 44.9% of
$6,440

s Natural Gas Tax is 3% of $6,440

a2 Gasoline Tax is 7% of $6,440
4]

M.V. Sdes Tax is5 % of $6,440

1

Franchise Tax is 4% of $6,440

Regardless of income level, the mgjority of taxes paid are in sales and property taxes.

Who is Exempted or Excluded from Paying Taxes?

The Lt. Governor aso asked the committee to examine the areas in current tax law where exemptions,
exclusions and abatements have been granted. Generdly, most types of taxes offer some type of
provision that alows certain taxpayersto pay lower taxes or permits certain transactions to occur
untaxed. The mgjor school property tax exemptions are received by homeowners, owners of
agriculturd land, and businesses.

The sdles tax exempts groceries and other necessities, which aid lower income Texans. Many services

are exempt from the sales tax, such aslegd, accounting, and stock brokerage fees. In this report, we
will discuss exemptions, exclusons and abatementsin the specific section to which they apply.

24



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

How Does Texas Taxes Rank Among the 50 States?

Texastaxpayers tota tax load iswell below the nationd average. In fisca year 1999, the Sate and
local tax burden was $2,247 per capita, ranking 44th among the 50 states. In fiscal 2000, the state and
local tax burden was $2,456. The following table compares Texas state and loca taxes as a percentage
of income to Texas tota tax burden as a percentage of income and how each ranks among the states.

Texas State Local and Total Tax Burden as a Per centage of | ncome 1971-2002%

Tota tax burden represents a combination of federal, state, and local tax burdens.

Texas Taxesasa Paroentage o Income Sateand L ocal Tax Burden vs Tatal Tax Burden

Sateand Locd Saeand Locd

Tax Burden Totd Tax Burden Tax Budm Totd Tax Burden

Tax Tax Changein Tax Tax Changein
Yex | Buden | Rak Buden | Rak | Raking Yexr | Buden | Rank Burden | Rank| Ranking
1971 810% | 47 2100%| B 9 19871 950% | 25 8% | 1 14
1972 840% | 48 B10%6| A 14 1988 97o% | 2 D5% | 14 g
1973 810% | 4% 23%| 3 15 199 96 | 27 D60% | 15 i)
1974 820% | 47 00%| 2 15 190 950% | 30 0% | B 7
199 810% | 48 750%| A 1 191 970% | 25 2080% | 2 3
1979 810% | 48 2B00%| F 12 190 980% | 24 2080% | 24 C
19771 820% | 4% B0 D 16 199 980% | 25 2090% | 24 1
1979 800% | 46 286006 3 15 194 970% | 3 0% | 2 7
19719 770% | 48 B60%| B 13 196 960% | 35 DA% | B 7
1980 760% | 47 2000%| 2 18 1999 950% | 37 8% | B 12
1981 760% | 48 0%| & 21 1997 920% | 43 6% | B 8
198 770% | 47 01%| = 2 198 900% | 4 3L10% | 3 13
1983 780% | 47 201006 24 7.3 199 900% | 44 340% | D 14
1984 010% [ 4 2B9%| 18 » 20000 890% | 45 3% | B i)
1989 840% | 4 203%]| 15 5 201 900% | 46 3% A 12
1983 880% | 2080%| 10 z 0 900% | 47 4% | B n

Brax Foundation, Comparing the Total Tax Burden in Each State to Just the State/Local Tax Burden,
1986-2002. Available at http://www.taxfoundation.org/statel ocal 70-02.html .
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Although the state, local, and tota tax burden is lighter than in other Sates, the property tax burdenin
Texasis heavier than in the average state, ranking 16th a $938 per capita. “ Our property and saes tax
rates are among the highest in the country, Snce most Texas government revenue comes from just these
two taxes. One reason for high property tax ratesis the shrinkage in the value of taxable property.
Taxable property vaues have only recently surpassed their 1985 pesk, in part because of the growth in
residentia, commercid, and industrial exemptions.”

How Are QOur Tax Dollars Used?

About haf of dl tax revenue goes to the Sate government; the other haf goesto loca governments,
primarily to school digtricts. The bulk of state taxes pay for public and higher education and hedlth and
human services, which together account for three quarters of the state budget. Local taxes are divided
evenly between supporting public education and funding services of cities, counties and specid digtricts.
Schools receive about equa amounts of funding from state and local taxes!” The federa government
has played an increasingly important role in supporting state services, but future federd funding is very
uncertain, placing great pressure on state revenue sources.*® This report offers an overview of the
sources of Texas revenue, who pays them, how much they pay, and how they are alocated.

8Center for Public Policy Priorities, Texas House Holds Tax Bills: Relatively Light, But Regressive, 2000.
Available at http://www.cppp.org/products/policypages/91-110/91-110html/PP104.html

Y Center for Public Policy Priorities, Texas Taxes: The Basics, 1999. Available at
http://www.cppp.ora/products/reports/ttexecsum.html

B1pid
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State Tax Assessment: A 2001-2002 L ook at Texas Taxes

Tota Texas revenuefor fiscd year 2001 was $53.8 billion. Thisis an 8% increase in revenue from
fiscal year 2000. Federa Income accounted for 29.8% of Texas revenue. Approximately 50.6% of
total state revenue was generated through state and loca taxes.

2001 Total Texns Revenne by Sonsce

lederal Incore &0 Cilion o 20,05

*\/J Licarses % Hoes 843 Biloh or (.Y

Dufer 81.3 Billur 2 5.37

Total Texas revenue for fisca year 2002 was $55.2 hillion. Thisis an increase of 2.6% from fisca year
2001. Federd Income accounted for 32.9% of Texas revenue. Approximately 47.6% was generated
through taxes.™

2002 Teial Texos Revewne by Sonrce

= qeeeeeeeee.{ $tak Tater 6233 Bilbr.oz47.4%
CI R L
I

Liceswe) & Fobr 844 Biiono1 78]

Ofher 81 8 Bllibaox 175]

& Texas Comptroller of Public Accounts, State of Texas 2002 Annual Cash Report, November 2002.
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Note: Totals may not add due to rounding.
Texasrdies primarily on the state’' s sdes tax to generate revenue.
How isthe State's Tax Revenue Generated?

As shown in the previous graphs, the mgjority of the Stat€' s revenues collected are from dtate taxes.
Approximately 51% of the state' s revenue comes from state taxes, 30% comes from federal income,
15% comes from various fees, and 4% comes from interest on investments and land income.

Overdl, date tax collectionsfor fiscal year 2002 were down by 3.5% from fisca year 2001. The
following table outlines the tax collection for both years aswell as the percentage change in revenues. %°

2001-2002 Tax Revenue By Source

Tax 2001 % Change 2002 % Change
From 2000 From 2001
Sales Tax $ 14,663,067,887 4.9% $ 14,516,341,226 -1.0%
Motor Vehicle Sales/Rental, Mfg| $  2,905,538,398 4.4% $ 2949540,192 15%
Housing Sale
Motor Fuels Taxes $ 2765510548 2.9% $ 2,833,607,460 25%
Franchise Tax $ 1,960,365,032 -51% $ 1,935709,140 -1.3%
Insurance Occupation Taxes $ 820,045,596 2.9% $ 1,045710,105 27.5%
Natural Gas Production Tax $  1,596,885,766 128.9% $ 628,496,630 -60.6%
Cigarette and Tobacco Taxes $ 584,586,277 9.9% $ 540,038,314 -7.6%
Alcoholic Beverages Taxes $ 541,305,988 51% $ 560,197,124 35%
Qil Production Tax $ 442,580,206 6.2% $ 338,661,102 -23.5%
Inheritance Tax $ 322,354,926 15.8% $ 334,190,915 3.7%
Utility Taxes $ 339,403,570 28.4% $ 311,051,398 -8.4%
Hotel and Motel Tax $ 246,813,166 4.7% $ 230,909,206 -6.4%
Other Taxes $ 41,755,055 17.8% $ 54,649,681 30.9%
Total Tax Revenue $27,230,212,416 7.7% $26,279,146,493 -3.5%

* Numbers may not add due to rounding.

20Texas Comptroller of Public Accounts, Sate of Texas 2002 Annual Cash Report, November 2002.
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Overdl, totd tax collections as well astotd Generd Revenue collectionsin Texas haverisen
ggnificantly from fiscal 1985 to fiscal 2001.

State Tax Revenue Over Time 1985-2002 (Total Texas Tax Collectionsin Billions)y*

Total Tax Revenue

7]

S $30,000

= $25,000

o $20,000

£ $15,000

€ $10,000

é $5,000

< $' T T T T T T T T T T T T T T T T T

LB LHEE LS
Fiscal Year
Ov eral
Ge 25.00% ne‘a]
Re .. — venue
|nC Rt 181% Tax BilsPassedir787 and 1991 E?::(:elvenue ome
Ch 15.00% / Lottery Began in 1997 an ges
19 11.74% / 87‘2002
5.04% 6.74%
0.00% IQBJJ ) 1988 ) 1989 ) 1990 ) 1991 ) 1992 ) 1993 ) 1994 ) 1995 ) 1996 ) 1997 ) 1998 ) 1999 ) 2000 ) 2001 ) 0p2
2ipid
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As Texas Sate tax revenues have steadily increased over time, 0 has the vaue of the tax exemptions
granted.

Cost of Tax Exemptionsto the State of Texas

In fiscal year 2001, exemptions from the sales, franchise, gasoline, and motor vehicle sales taxes
amounted to $24.0 billion. Sales tax exemptions totaled $22.4 hillion, while franchise tax exemptions
totaled $1.3 hillion. Gasoline tax exemptions amounted to $124 million, and motor vehicle saes tax
exemptions were $161 million. Exemptions from loca school digtrict property taxes will amount to an
additiona $3.3 billion in fiscal 2002. These amounts include exemptions, exclusions, specid rates,

_ . deductions, and
2001 Tax Exemptions and the Associated Costs discounts
Tax Cost of Exemption written into the
Sdes Tax $22.4 Billion tax law for
Local Property Taxes $3.3 Billion these taxes and
Franchise Tax $1.3 Billion totaled $27.3
Motor Vehicle Sales Tax $.2 Billion billion.?
Gasoline Tax $.1 Billion
Total: $27.3Billion Infisca year
2001, the

combined revenues from the saes tax, franchise tax, gasoline tax, and motor vehicle sdestax were
$22.4 hillion and accounted for amost 82 percent of the Sate’ stotal tax revenue.

22Comptroller of Public Accounts, Tax Exemptions & Tax Incidence, January 2001, p.1.

23 Comptroller of Public Accounts, State of Texas 2002, Annual Cash Report, 2002.
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The following sections of this report focus on each of the mgjor Sate taxes, the associated exemptions
and the cost of these exemptionsto the state.

Discussion of Each Major Texas Tax
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Sales and Use Tax

Salesand Use Tax Facts
Date Enacted 1961
Rate When Enacted 2%
Current Rate 6.25%
Last Changed 1990
2001 Net Revenue** $14.6 Billion
2002 Net Revenue** $14.5 Billion
State Ranking 7th
Estimated Average Revenue Per
Penny |ncrease* $2.3Billion

* Each of the 6.25 pennies that make up the current tax rate produced an average of $2.3 billion in revenueiin fiscal
2001. It isimportant to note, however, that as the rate is changed, each additional penny produces |ess revenue than
the preceding penny generates.

**Does not include the boat and boat motor sales tax.

Overview

The sdlestax isatax on certain transactions. In generd, it isimposed on find sdes, rentas, and lease of
tangible persond property-physical goods and on sales of some services, such asthe repair of tangible

persona property, amusements and tel ephone services.

The Texas sate sales and use tax is the 7th highest in the US (The US average sdes tax is 5.14%). This
isthe state’ s ingle largest source of tax revenue, exceeding 55% of total tax collections.
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Top Sales Tax Ratesin the Nation

The following chart ligts the 15 highest standard state level sales and use tax rates. The range of local
taxesisincluded as aquick reference. The loca use tax rate information can be used to determine
whether the use tax aso gppliesto locd taxes. If this column containsa“YES’, then locd taxes apply
to both intra-state and inter-state transactions. If this column containsa“NO”, then locd taxes only
apply to intra-state transactions.*

2002 Top 15 Sales Tax Ratesin the US
State State Rate| Range of L ocal Rates| Local Rates Apply To Use
Tax
Mississippi (1) 7.00% 0% - .25% (4) No
Rhode Island 7.00% 0% N/A
Tennessee (1) 7.00% 1.5% - 2.75% (3) Yes
Minnesota (1) 6.50% 0%- 1% (4) Yes/No
Washington 6.50% 5% - 2.4% Yes
lllinois (1) 6.25% 0% - 3.00% (4) No
Texas 6.25% 0% - 2% (4) Yes
California 6.00% 1.25% - 2.75% Yes
Connecticut (1) 6.00% 0% N/A
Florida(1) 6.00% 0% - 1.5% (3), (4) Yes
Kentucky (1) 6.00% 0% N/A
Michigan (1) 6.00% 0% N/A
New Jersey (2) 6.00% 0% N/A
Pennsylvania 6.00% 0% - 1% (4) No
West Virginia 6.00% % N/A

Notes:
1. The state has reduced rates for sales of certain types of items.

2. Effective 7/1/94, sdles occurring in Salem County will be taxed at the reduced state sales tax
rate of 3%.

3. A cap on thelocd sales/use tax applies on sales of any item of tangible persond property.

24Sal es Tax Institute, Sales and Use Tax Rates, September 2002.
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Sales Taxes Collections 1986-2002

(in thousands)
$16,000,000

$14,000,000 //
$12,000,000 //
$10,000,000 /
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$6,000,000 //

$4,000,000

$2,000,000

$0 T T T T T T T T T T T T T T T T
1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

4, Some locd jurisdictions do not impose a sdes tax.

Sales Taxes Collections Over Time, 1986-2002

Sales Tax Revenue Allocation

Revenues from the limited sdes and use tax are dmogt entirely deposited into the Generd Revenue
Fund. The remainder conssts of two dlocations; one condtitutionaly mandated and the other Satutory.

Sdestax revenue from the sdle of motor lubricants for use in motor vehicles used on public roadwaysis
credited to the State Highway Fund, as required by the Texas Condtitution. Sales tax revenue from the
sde of sporting goods, in an amount not to exceed $32 million per year, istransferred to the Texas
Parks and Wildlife Department (TPWD). The Comptroller estimates sales tax collections on both
motor lubricants and sporting goods, as provided by statute.
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The transfers to TPWD are made up of three components. The state Parks Account and the Texas
Recreation and Parks Account each receive $15.5 million per year. The Texas Parks and Wildlife

Capitad Account receives $1 million, bringing the totd for al three accounts to the maximum of $32
million annually.

The following table shows the limited sales and use tax deposited to each fund/account for the past
three years.

Revenue Distribution of Limited Salesand Use Tax®

TexasPaks&
FHxd |GawdRevawe |[SaeHigway |SaePaks |TexssRexedion |WildifeCepitd
Yea Fud Fud Acct. adPaksAct.  |Acct.
2000 $ 13910473000 [ $ 27573000 | $15500000 | $ 15,500,000
2001 $ 14600046239 | $ 28841,000 | $15500000 | $ 15,500,000
2002( $ 14446771647 | $ 30168000 | $15500000 | $ 15,500,000

1,000,000
1,000,000
1,000,000

AR IR

25Comptrol ler of Public Accounts, 9/18/02.
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Discussion of the Erosion of the Sales Tax Base
Overview

The sdles tax baseis made up of dl the transactions upon which sales and use taxes are collected. Like
many dates, when the Texas sales tax was enacted in 1961, it applied predominantly to the sale of
tangible goods and property, and at that time services accounted for a smaller portion of economic
activity. Since services have grown rapidly and are generdly not subject to the sdles and use tax there
has been a steady decline in the sales tax base. Numerous states have expanded exemptions to the
sdes and use tax, further chipping away & the base.

In 1960, American families spent about $0.41 of every dollar on services. By 2000, it was $0.58.2°
The inexorable shift in consumer expenditures from the purchase of goods and services to the purchase
of services continues to raise concerns about the long-term vitdity of retail sdestaxes. This factor
coupled with the decline in the economy caused sdes tax collections for fisca 2002 to be down from
fiscal 2001 by $146,726,661.

“While a stable and growing economy has improved Texas fiscd conditions, dowed expansion to
sarvices, long-term fiscd pressures facing the sate make it likely that the legidature may need to
consider broadening the states sales tax to include various services in the future.”?

2Business Weekly, Sates: A Rebound Won't End Red Ink, June 17, 2002.

2 Texas Comptroller of Public Accounts, State of Texas 2002 Annual Cash Report, 2002.

28 National Conference of State Legidatures, Financing State Government in the 1990s, ed. Ronad Snell,
December 1993, pp.33-35.
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Sales & Use Tax Exemptions, Exclusions and Discounts

Exemptions are provided for certain basic necessities, such as groceries, resdentid gas, eectric utilities,
and prescription and over the counter drugs. Sales tax exemptions are divided into three categories.

1.

2.

Exemptions: Protectsitems that would be taxable except for specific provisons, i.e groceries.

Exclusions: Transactions not taxed because they fdl outsde the generd lega definition of
taxable sale, i.e intangible items, stocks, bonds, etc.
Note: currently only specified services are under the sales tax.

Discounts: Handling fees that tax law alows tax-permit holders to keep in exchange for
collecting the sdles tax and sending it to the state on time.

Cost of Sales Tax Exemptions, Exclusions, and Discounts®

Cost of Sales Tax Exemptions, Exclusions, and Discounts

Fiscal Years 2001 to 2006
(in millions of dollars)

2001 2002 2003 2004 2005 2006
Exemptions | $1823150 | $19187.10 | $2016150 | $21,31010 | $22546.10 | $23,83350
Exclusons | 405440 | 429760 | 455800 | 486110 | 518300 [ 556180
Discounts | 167 | 1205 | 1267 | 1329 [ 1382 | 1437

| $22,402.60 | $23,605.20 | $24,846.20 | $26,304.10 | $27,867.30 | $29,539.00

Note: Totals may not add due to rounding.

PTexas Comptroller of Public Accounts, Tax Exemptions and Tax Inferences, A Report to The Governor

and the 77th Legislature, 2001. Available at http://www.window.state.tx.us/taxinfo/incidence/tabl e3.html
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Cost of Limited Salesand Use Tax Exemptions
Thefollowing table lists the sales and use tax exemptions and the associated cogt to the State of
Texas™®

Cost of Sales Tax Exemptions

$30,000

£ n -

» 5 $20,000 — T

© =

E, S $10,000 —{

$0 T T T T T
2001 2002 20038 2004 2005 2006

Year

Even though exemptions total approximately $22.4 billion ayear, the top 5 exemptions for 2002 totaled
$15.6 hillion. The associated amounts of each of the 5 exemptions are listed below:
1 Materias used in manufacturing - $8 billion. (Materids used in manufacturing are exempt in
every sate).
a Section 151.318 of the Texas Tax Code exempts the following:

I. severd types of items used in manufacturing products for sale, including
materials that become part of the manufactured product.

i. tangible persond property that is necessary or essentia to the manufacturing
operation if it causes aphyscd or chemica change in the product being
manufactured.

. sarvices performed directly on the manufactured product;

V. certain chemicas used during the manufacturing operation;

V. wrapping and packaging materids,

Vi. certain equipment used to reduce water use and to reuse and recycle
wastewater streams in the manufacturing process.

Vil. certain purchases by a person overhauling or repairing jet turbine aircraft
engines, publishers of newspapers that are distributed free of charge; and
purchases of semiconductor fabrication clean rooms and equipment.

b. The exemption specificdly excludes
I. equipment rented for less than ayear

30Comptroller of Public Accounts, Windows on State Government, August, 2002. Available at
http://www.window.state.tx.us/taxinfo/incidence/limit.html,.
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i. hand tools
ii. office supplies
V. equipment and supplies used in maintenance and janitorid activities.
V. items relaing to sales or digtribution activities,
Vi. storage and maintenance
vil. research and devel opment
vii.  trangportation.
2. Insurance Premiums - $2.7 hillion. (Insurance premiums are exempt due to the fact that they

are taxed under other law).

a Section 151.308 of the Texas Tax Code exempts from sdles tax items taxed under
other Texas tax laws.

b. It isassumed that if the sdlestax were gpplied to insurance, buyers would pay sdestax
on the purchase of insurance policies, with the revenue collected and remitted by
insurance companies.

3. Motor Vehicles Sdles- $2.5 hillion. (Motor vehicles sales are exempt do to the fact that they
are taxed under other law).

a Section 151.308 of the Texas Tax Code exempts from sales tax items taxed under
other Texas tax laws.

b. Motor vehicles are currently taxed under a separate sdestax at the same rate asthe
State sdlestax.

4, Motor Fuels - $1.18 hillion. (Motor fuels are exempt due to the fact that they are taxed under
other law).

a Section 151.308 of the Texas Tax Code exempts from sales tax items taxed under
other Texas tax laws.

b. Motor fuds are taxed under the motor fuels tax.

5. Food for Home Consumption - $1.18 hillion

a Section 151.314 of the Texas Tax Code exempts food products for human
consumption, like cereds, milk, mest, poultry, fish, eggs, vegetables, fruit, spices, dt,
sugar, coffee, and tea. It does not exempt meals sold in restaurants, vitamins,
over-the-counter medicines, soft drinks, ice, and candy.

b. The salestax law has exempted food products since it was enacted in 1961.

Refer to Appendix H for adetailed listing of the cost of sales tax exemptions.
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Revenue Generated from Repealing Exemptions®!

The repedl of various sales and use tax exemptions could generate additiona revenue. For illudtrative
purposes only, the table below shows additiond revenue that may be redlized through the reped of
certain sales and use tax exemptions.

Potential Revenue Generated from Repealing and Eliminating
Select Sales and Use Tax Exemptions

Potential Changesto the Current Tax Code 2004-05 Revenue
in Millions
Repeal exemption for prescription & O-T-C drugs, and $ 848.5
medical devices
Eliminate exemptions for agricultural items $ 636.6
Repeal exemption for water $ 454.9
Repeal exemption to include aviation fuel $ 173.0
Repeal exemption for certain ships and ship equipment $ 89.9
Repeal exemption for school lunches and food sold to $ 86.6
hospital patients, residents of retirement homes or during
church functions
Repeal exemption for newspaper inserts $ 57.2
Repeal exemption for railroad fuel and supplies $ 16.9
Repeal exemption for subscription sales of magazines $ 153
Repeal partial exemption for certain items of equipment $ 194

used in timber operations
Repeal provision authorizing refunds on certainitemsfor a | $ 10.3
Texas Department of Economic Development designated
enterprise project

Repeal exemption to include agricultural containers $ 0.8
Repeal partial exemption for food items sold through negligible
vending machines

Total $ 2,409.4

Note: Unless specificdly stated, estimates reflect full years, no adjustments for implementation of tax
law changes assumed. Estimates reflect satic changes only; no dynamic economic effects included.

31Texas Comptroller of Public Accounts, 10/2002
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Cost of Selected Service Exclusions from the Sales Tax®

The table and graph below estimates the cost of service exclusions, i.e. the total revenue generated if
these services were taxed, from the sales tax for fiscal years 2001 through 2006.

Selected Service Exclusions from the Sales Tax Graph, 2001-2006

Fiscal Years 2001 to 2006
(in millions of dollars)
2001 2002 2003 2004 2005 2006

Businessand professiond | $ 2,935($ 3,124 |$ 3324 [$ 3555 $ 3,797 | $ 4,084
sarvices
Construction Labor $ 551($ 570 |$% 59 |$ 628|$% 666($ 710
Other Services $ 315($ 342 |$ 364 |$ 389|$ 414($ 446
Personal services $ 248|$% 261 [($ 274 |$% 289|% 305($ 322
Total $4054|9% 4298 |$ 4558 |$ 4861 |$ 5183 (% 5,562
Note: Totas may not sum because of rounding.
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Services Excluded from Salesand Use Taxesin Texasand Valuein 2001;%

1. Business and professiond services - $2.9 hillion

"MW QTOSITATTSOQOQ0OTR

Physician services - $547.9 million

Legd services - $346.1 million

Other hedth care - $293.6 million

Architectura and engineering services - $245 million

Freight hauling - $213.5 million

Financia services brokerage - $176.8 million

Dentd services- $176.2 million

Acocounting and audit services - $168.2 million

Red estate brokerage and agency - $164.4 million
Advertisng media- $161.1 million

Contract computer programming - $89.4 million

Management consulting and public rdations - $87 million
Other financia services - $66 million

Temporary labor supply - $44.5 million

Research and development laboratory services - $36.8 million
Tedting labs - $36.6 million

Veterinary services - $27.4 million

Employment agency sarvices - $25.5 million

Economic and sociologica research - $15.4 million

Other transportation (except scheduled passengers) - $13.2 million

2. Residential Construction Labor - $550 million

a New residentid construction - $252.5 million

b. New nonresidential congtruction - $216.3 million

C. Resdentid repair and remodeling - $81.8 million
3. Persona services - $248million

a Funerd - $427 million

b. Child day care - $144.3 million

C. Barber and beauty services - $48.3 million

d. Miscellaneous persona services - $12.8 million

B Texas Comptroller of Public Accounts: Tax Exemptions and Tax Incidences, A Report to the Governor
and 77th Legislature 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence.
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8.

0.

Automotive maintenance and repair - $221 million
Travel arrangement - $30.7 million

Private vocational education - $23.1 million

Other private educationa sarvices - $21.6 million
Car washes - $19 million

Interior design (no estimate provided for 2001)

The list above is from the Comptroller’s Tax Exemption report for 2001. In addition, the Finance
Committee asked the Compitroller’ s office to update the specific exemptions reviewed by the Joint
Committee in 1997 to reflect valuesfor FY 04-05 (refer to Appendix R for updates).
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Expanding the Texas Sales Tax Baseto I nclude Selected Services™*

For illugtrative purposes only, the table below shows additiona revenue that may be redized by

Services Revenue in Millions
Potential Changesto Current Tax Code 2004-05
Expand base to include physicians services 1,370.5
Expand base to include legal services 865.8
Expand base to include "other" health care services 734.3
Expand base to include engineering & architectural services 612.8
Expand base to include automotive maintenance and repair labor 552.8
Expand base to include dental services 440.8
Expand base to include accounting & audit services 420.8
Expand base to include advertising media services 402.8
Broaden base to include child day care services 336.2
Expand base to include contract computer programming services 223.7
Expand base to include management consulting & public relations services 217.6
Expand base to include barber & beauty services 120.7
Expand base to include vocational and other private education services 111.9
Expand base to include temporary labor supply services 111.2
Expand base to include commercial research & development laboratory 92 0
services
Expand base to include coin-operated services 86.8
Expand base to include veterinary services 68.3
Expand base to include employment agency services 63.8
Expand base to include car wash services 47.5
Expand base to include commercial economic, social or educational 38.4
research services '
Expand base to include miscellaneous transportation services 33.0
Expand base to include miscellaneous personal services 32.7
Expand base to include interior design services 14.9
Broaden base to include mailing services (includes addressing, packaging
and labeling services) & secretarial services (includes letter & resume 14.5

writing services & proofreading services)

Broaden base to include appraisal services including real estate & other

. . 12.9
(insurance appraisal currently taxable)

Broaden base to include disinfecting services (includes sanitizing services) 1.2
Subtotal Sales & Use Tax on Additional Services $ 7,027.90

expanding the sales tax base to include various services.

34Comptrol ler of Public Accounts, 10/2002
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Note: Unless specificdly stated, estimates reflect full years, no adjustments for implementation of tax
law changes assumed. Estimates reflect static changes only.
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Services Taxed in Other States

Given the fiscal draitsthat most states have encountered in recent years, many have started looking to
the service indudtries for additional sources of salestax revenues. According to speakers discussing
sdes and use taxes during the Multistate Tax Commission's 12th Business-Government Dialogue on
State Tax Uniformity, “The states that collect salestax should expand their bases to include taxes on at
least some services. The servicesthat are the easiest to make the case for taxing are those closely
related to a tangible product, such as photo finishing, the management and labor components of
congruction cogts, and repairs. In fact, taxing repairs is important to keeping the playing fied leve in
the market, ‘ otherwise you distort the decision, do we repair or replace.” States that don't tax repairs
are doing harm to their economies. Adding some of these services to the tax base could mean
additiona revenue of between 20 percent and 30 percent. Add business-to-business services, and we
are talking an increases of up to 70 percent.”

Another program participant and former tax official pointed out that “ Once people are used to taxes on
sarvices they are not inherently more controversid than any other taxes.” New Mexico isagood
example of the above statement. New Mexico has a broad tax base which includes many services.
“The taxes are not controversia because the law was enacted in 1935,” he said.

Currently, only Hawaii, New Mexico, and South Dakota generdly impose their salestaxes on dl
services, subject to specified exceptions. In generd, states have followed a piecemedl gpproach to
taxing services. Colorado and Connecticut are good examples of states that did not include the taxation
of services when enacting its sales tax, and over time have extended the sdles tax to include services.
Nebraska is another state that is expanding its tax base to services.

Thefollowing pages offer more detail on how each of the states mentioned address taxing services.
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Hawali

Taxing al services has been part of Hawaii’s General Excise Tax (GET) dnce its enactment in 1935.

When enacted Hawaii’s GET rate was 1.25%; today, Hawaii's Generd Excise Tax rates arer

1 Four percent for retail, rent, interest, sdle of services (including medica, contracting, printing,
commissons, telecommunications)

2. One-haf percent for producing, manufacturing, wholesading, selected intermediary services

3. One-fifteenth percent for insurance solicitors and agents

New Mexico

Unlike mogt other states, New Mexico has a Gross Recelpts Tax (GRT) rather than asdestax. The
fundamenta difference is the party liable for the tax. The Gross Receipts statewide tax rate is 5%, but
county and municipa governments can and do impose local gross receipts taxes over the Sate rate of
5%. The tax rate therefore varies by location and currently ranges from 5.125% to 7.1875%.

The GRT isatax on busness for the privilege of doing businessin this seate, and the tax gppliesto
transactions rather than items.

There are four kinds of transactions taxed:

1 Sdle of property in New Mexico,

2. Sdle of services performed in New Mexico,

3. The lease of property used in New Mexico, and

4 The sale of research and development services performed out of state when initid use of the
product of the R& D services occursin New Mexico. Thetax hereis on the sdller, not on the
buyer, athough the sdller is not stopped from recovering tax costs from the purchaser, just asit
would any other overhead costs.

All transactions are presumed taxable unless a satute provides a specific exemption or deduction. The
tax is on the gross amount billed to the customer, not net after business expenses.

The gross receipts tax was enacted in 1935, and services have been a part of the tax base since
enactment. The taxation of the sale of servicesto the seller has been extremely successful asfar asthe
economic impact on state revenuesis concerned.

New Mexico is agtate without alarge amount of industry, thus the tax base must be broad enough to
provide required public services. To date, the expected revenue has emerged, but there is constant

35Tax Foundation of Hawaii, General Excise Tax FAQ, October 2002. Available at
http://www.tfhawaii.ora/fag-get002.html.
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chipping away by interests who want exemptions and deductions. The more that is chipped away, the
greater becomes the pressure on other sources of revenue to make up the difference: property tax,
personal income tax, corporate income tax, oil and gas taxes, etc.*®

South Dakota

In South Dakota, the retail sdles and service tax isimposed on the privilege of engaging in busnessasa
retailer. The sdles and service tax gppliesto retail salesin South Dakota of tangible persond property,
consigting of goods, wares, or merchandise, to consumers or users. Thetax is aso imposed on the
gross recaipts of any person engaging in the practice of any business in which services are rendered. All
services are taxable except those specifically exempted. (An example of tax exempt services are
professond sarvices reating to hedlth.)

In addition, South Dakota imposes an excise tax upon the gross receipts of dl prime contractors. The
contractor must be engaged in realty improvement contracts with a building contract valued & over
$100,000. The excise tax rateis 2 percent.

The South Dakota sales and use tax rate is generdly 4 percent. Local governmentsin South Dakota are
alowed to assess aloca sdes and use tax.*’

Effective July 2001, South Dakota repealed service exemptions on waste disposd, veterinarian, and
ground and air transportation services. However, as of January 1, 2006, when tangible persona
property and/or passengers are transported, this service may only be taxed if the origin and destination
are within the same municipdity. (H.B. 1001).%®

36NeN Mexico Tax Research Office, October 2002

37South Dakota’' s Governors Office of Economic Development, South Dakota’s Sate Taxes, October 2002.
Available at http://www.sdgreatprofits.com/start-up/taxes2.htm.

Bsales Tax | nstitute, Sales Tax News and Tips, October 2002. Available at
http://www.sal estaxinstitute.com/news_and_tips.html#Services%20Arc.
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Colorado

In January 1935, Colorado enacted the Emergency Retail Sales Tax Act, a 2% salestax. The
legidature passed the measure in afew weeks to stisfy the requirement to maich federal
unemployment relief dollars with a state contribution by the end of January. 1n 1936, it was amended
to include ause tax; and in November 1936, voters approved extending the tax. In 1937, the sdles and
use tax were combined, and the expirations (sunsets) were deleted. In 1939, Colorado enacted a
service tax, which was discontinued after WW 1. The service tax gpplied to any services which were
not dready subject to salestax, mainly persona services like auto repair, dry cleaning, plumbing, etc.
The state sales tax increased to 3% in 1965, to 3.5% for 1983-4, back to 3% and then dropping to
2.9% on 1/1/2001.* Currently, Colorado taxes the following services:

1 Rooms and accommodeations tax (enacted in 1959).

2. Catering tax was enacted in 1945 (As an offshoot of taxing restaurant medls at full price,
whether cafeteria style or including far more service component with awhite table cloth
service)) Its enactment coincided with the reped of the service tax.

3. Gas and electric service taxes were enacted in 1937. (State sales tax dways alowed an
industria use exemption, and in 1979 dso added aresidentia use exemption, so that only
commercid/retall is left subject to Seate sdestax.)

4, The steam tax was enacted in 1964 (Steam has dso dlowed industrid use exemption since
enacted in 1964, probably relaively little revenue derived from the Resdentid or commercid
use of purchased steam from 1964 to 1979, and probably none now.)

5. Telephone and telegraph services taxes were enacted 1937. (While generating little revenue
today, this provides any basis necessary to support taxation of telecommunication data-only
lines or modern digita service))

Extending the sales tax to services has been rdatively successful in generating additiona revenue.
Particularly the telephone, gas and dectric services which were franchised monopolies and relatively
easy to obtain near complete tax compliance. Adding tax on commercia/retail use of steam in 1964
was probably fairly meaningless, centraly generated steam sold to users had been largely phased out.*°

Bl Speckman, Audit Group Manager, Colorado Department of Revenue, October 2002.

A0gij Speckman, Audit Group Manager, Colorado Department of Revenue, October 2002.
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Connecticut

Connecticut enacted the Sate sdlestax in 1947 at arate of 3%, while the current rate is 6%. During the
late 1980's Connecticut did not have an income tax (this was enacted in 1991) and in an attempt to
avoid one, the Generd Assembly extended the sales tax to services. The anticipated revenue was
initidly redlized. Y et over time, specid interest groups began influencing the reped of the services being
taxed.**

A prime example is the taxation of computer data processing services. In 1989, the sdlestax was
extended to data processing services a 6%. The tax on computer and data processng services,
including Internet access charges, is being phased out through a series of annua rate reductions.
Currently, computer and data processing services (with the exception of Internet access charges) are
taxed at 1% for services provided between July 1, 2001 until June 30, 2004. The tax will be fully
repealed effective for services rendered on or after July 1, 2004.

Another example of the taxes on services dowly being repealed is the tax on renovation and repair
servicesto resdentia property. Thistax was repeded effective July 1, 2001. Y €, the tax on renovation
and repair services to existing commercid, industrid and income producing property remainsin effect at
the rate of 6%.

Various notable sarvices till subject to the Connecticut sdlestax are listed below: # Refer to
Appendix M for acomplete list of services subject to the Connecticut sales tax.

1. Lobbying or consulting services for the purpose of representing aclient's interests in relation to
any governmenta body.

2. Advertisng, public reations services not reated to the development of media advertisng or
cooperative direct mall advertisng.

3. Business andys's, management, management consulting and public relations services.

4, Renovation and repair servicesto existing commercid, industrid and income producing
property
5. Private investigation, protection, patrol work, watchman and armored car services, exclusive of

Hgtate of Connecti cut, Department of Revenue Services, October 2002.

422002 Conn. Pub. Acts 1, 65, 67 (May 9 Spec. Sess.); Conn. Agencies Regs. §12-407(2)
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these services provided by off-duty police officers and fire fighters.
Nebraska

The Nebraska sdestax is collected on the gross receipts from retail sdlesin Nebraska. Thetax is
imposed on the transaction classfied asa“sde” not theitem sold. A retail sde being defined asthe
sde of goods or taxable services for consderation to the end user when the sale occurs. The Nebraska
dtate sales and use tax rate is 5.5%. (The rate increase from 5% to 5.5% was effective October 1,
2002). In addition, loca sales and use taxes can be set at 0.5%, 1%, or 1.5%.%

Services that are currently taxed in Nebraska are as follows:

1 Chargesfor services by a consultant that result in atransfer of software, whether canned or
custom, are subject to tax. Thisincludes:
a Programming
b Program devel opment
C. Sydems andyss
d Software customization and modification and upgrading of programs.

2. Ingtdlation or furnishing of satdllite programming and cable television

3. The Nebraska Legidature passed LB 947 during its regular 2002 |egidative sesson to bring
Nebraskainto compliance with the federa Mobile Telecommunications Sourcing Act, P.L.
106-252. The new law provides for the taxation of "mobile telecommunications service' and
further specifies that sales of such service is subject to tax at the customer’s place of primary
use. The tax on mohile telecommunication services, began August 1, 20024

4, The Nebraska Legidature passed LB 1085 in 2002. The provisons of this bill impose sdesand
use tax on nine new sarvices beginning October 1, 2002. The new services are™
a Building cleaning and maintenance services

43 Nebraska Department of Revenue, Nebraska and Local Sales Tax, August 2002. Available at
www.revenue.state.ne.us.

YNebraska Department of Revenue, Sales and Use Tax Revenue Rulings, Revenue Ruling 1-02-02: Sales
and Use Tax - Mobile Telecommunications Service, July 2002. Available at

http: //mww.revenue.state.ne.us/legal/sl stax.htm.

Nebraska Department of Revenue, Sales and Use Tax Revenue Rulings, Revenue Ruling 1-02-09: Sales
and Use Tax - Gross Receipts Defined, September 2002. Available at http://www.revenue.state.ne.us/legal/sl stax.htm.
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b. Pest control services

C. Security services

d. Moator vehicle washing and waxing

e Motor vehicle towing

f. Motor vehicle painting

o] Computer software training. Separately stated charges for telephone support services
are not taxable.

h. Ingtalation and gpplication labor; and

L abor associated with the sale of property by certain types of contractors

Themost common servicestaxed in other states are shown in the table below*

Selective Services Taxed State
Debt Collection AK, OH, SD
Credit Information AK, OH, SD
Janitorial AK, OH, SD
Telephone Answering AK, OH, SD
Health Clubs AK,OH, SD
Exterminating Services OH
Utilities: interstate telephone 20 States
services

Personal Services: barber shops 6 states
and tax return preparation

Business Services: Advertising 18 States
services, maintenance & janitorial

services

Professional Services. lawyers, HI, ND, SD
accountants, engineers, doctors,

medical related professions

Professional Services: Land SD, TX, WV
Surveyor

Swimming Pool AK, OH, SD
Limo serviceswith driver 14 states
Aircraft rentalswith pilot .i.e 10 States

chartered flights

4T ax Administration News, Vol. 60, No 12, December 1996.
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Options

According to participants (current and former state tax officids and tax consultants) a the Multistate
Tax Commisson's 12th Annuad Business-Government Dialogue on State Tax Uniformity, October
2002, “Political considerations are what kegp more states from taxing services more heavily. Despite
‘red good efforts,” the fight to expand the sdes tax base islost as legidators chip away at thelist of
services to be taxed.”

Some services are harder to tax than others. “One of the most difficult servicesto tax is advertisng. It's
the kind of tax proposa that can hat any attempts at reform. Businesses fight it on principle as an
inter-business service. Businesses consder advertising [like] raw materid. It's an input in the process of
producing and sdlling a product.”*’

“Inworking to expand the tax base, the calculation needs to be made that the amount of revenue that
will be generated is worth the political capitd you're going to spend,” said one tax consultant. "Revenue
neutrd isnot politically neutral. The screams of the losers are far louder than the huzzahs of the
winners®

In Texas, apotentid $15 billion could be redized in the 2004-05 biennium by broadening the sales tax
base to include items and services not currently taxed while repeding various exemptions. Refer to
Appendix R for acomplete list of potentia changes to the Current Tax Code and associated revenue.

The intent of this sectionisto list possible options and in no way represents an endorsement of any of
the specific methods by the Senate Finance Committee or its individua members.

State Legidators are faced with various options:

1 Examine and re-evauate the sales tax base.

2. Extend the sales tax base to include sdlected items not currently taxed.

3. Extend the sales tax base to include selected services not currently taxed.

4, Examine and re-evauate specific sdes tax exemptions the sales current sales tax exemptions,
exclusions, specid rate, deductions and discounts.

#Multistate Tax Commission's 12th Business-Government Dial ogue On State Tax Uniformity said that
states should tax services, Tax Analysts Electronic Citation: 2002 STT 202-2.

BMultistate Tax Commission's 12th Business-Government Dial ogue On State Tax Uniformity said that
states should tax services, Tax Analysts Electronic Citation: 2002 STT 202-2.
54



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Sales Tax Holiday
Overview

Texas Legidature created a 3-day saestax holiday in 1999.° The amount of sales taxes estimated to
be saved due to the exemptions are shown below for fiscal years 1999 through 2006.%°

State and L ocal Sales Tax Holiday I mpact

Stateand L ocal Sales Tax Holiday | mpact
Fiscal Year |State L ocal Total
1999 $25,600,000 [ $ 7,000,000 | $ 32,600,000
2000 $29,200,000 | $ 7,800,000 | $ 37,000,000
2001 $30,500,000 | $ 8,100,000 | $ 38,600,000
2002 $33,200,000 | $ 8,800,000 | $ 42,200,000
2003 $35,300,000 [ $ 9,500,000 | $ 44,800,000
2004 $37,600,000 | $10,200,000 | $ 47,800,000
2005 $40,200,000 | $10,900,000 | $ 51,100,000
2006 $43,200,000 | $11,700,000 | $ 54,900,000

Estimates for fiscal years 1999-2001 are the result of post-holiday analysis. Currently, Texasis one of
nine sates to implement a sate salestax holiday. The differences among the various states saestax
holidays are the length of the holiday, the type of items exempted, and the maximum cost of items
exempt from the sales tax. The table on the following page outlines these differences.

4T exas Tax Code, Sec 151.326

Orexas Comptroller of Public Accounts, 9/18/02
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How Does the Texas Sales Tax Holidays Compareto that of Other States?™!

States Sales Tax Holiday
State [ Days Items Included Max. Cost of | 1st Year 2002 dates
item Available
for Exemption
NY | 9 |tangible personal property, calling card services, $500 2002 (for | June 9-11; July 9-
food, drink and rentals purchased in aliberty or thistype)| 11; August 20-22
resurgence zone
TX 3 |clothing and footwear $100 1999 August 2-4
CT | 7 [clothing and footwear $300 2000 August 18-24
SC | 3 [clothing, computers, supplies N/A 2000 August 2-4
PA | 7 |computers N/A 2000 Feb. 17-24
1A 2 |clothing and footwear $100 2000 August 2-3
WV | 3 |clothing, $100 2002 August 2-4
school supplies, computers
NC | 3 |clothing, school supplies, computers cl,ss- $100 N/A August 2-4
cp - $3500
GA | 4 |[Clothing, school supplies, computers cl - $100, ss 2002 March 29-30,
$20, cp$1,500 August 2-3

Citing budget shortfdls, the Horidalegidature did not renew the sdes tax holiday for 2002. Maryland is
the only other state to have had a salestax holiday (in 2000 and 2001) and not renew it for 2002. New
Y ork had amore "typicd" sdestax holiday beginning in 1997, but the clothing exemptions were made
permanent in 2000.

Not every state has embraced the program. Most recently legidatures in Kansas, Michigan, Ohio,
Oklahoma and Virginia rgjected the idea because of the considerable expense and adminigtrative
burdensinvolved. Ancther criticism isthat in some geographic areas, a holiday would not lure shoppers
from other states and thus would not actualy increase sales for sate merchants.>?

Slkederation of Tax Administrators, Sales Tax Holi days Summarized, June 2002. Available at
http://www.taxadmin.org/fta/rate/sales holiday.html.

%) bid
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Inter net Sales Tax and the Streamlined State Sales Tax
Overview

Another reason the sales tax base for state and loca government is shrinking is due to the growth of
remote saes including those made through e-commerce, the telephone and catalogs. The gross sales
tax that is typically imposed on retail sales of tangible persona property (unless specificaly exempted)
and sarvices (if specificaly enumerated), is not being collected on items sold through the Internet.

State sdles tax loss estimates include both Business to Consumer (B2C) and Business to Business
(B2B) sdes, which together will make up more than 90 percent of the total e-commerce activity.

A recent sudy measuring dl of the states' revenue losses from untaxed Internet transactions put the
overal sdestax losses from Internet sales at $13.3 hillion in 2001 and forecast atripling of that lossto
$45.2 hillion in 2006.% By 2003 al states could lose more than $23 billion in uncollected sales tax on
e-commerce purchases. Caiforniawould take the biggest hit at $3.47 billion, while Horidawould lose
$1.76 billion. New Y ork and Texas would each suffer about $1.9 hillion in combined revenue lost.>*

Texas State Comptroller’s Projected L oss

The following table illugtrates the amount in saes taxes not collected, in connection with “remote’ sdes.
Remote refersto a sdler with no physical presence in Texas and making saes into the state. Purchases
made using catalogs and/or the Internet may be discussed together as remote sales due to the fact that
the issue of sadlestax being collected is conceptudly the same in both cases.

53Donald Bruce & Willian F. Fox, State and Local Tax Revenue Lossless from E-Commerce: Update
Estimates, 2001.

S Jennifer Jones, Infoworld, Internet Sales Tax Unlikely to Hit Sride This Year, February 2001.
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Estimated Sales Tax not Collected by Remote Sellers®

Sales Tax Not Collected by Remote Sellers
State Sales Tax Not State Sales Tax Not Total, State Sales Tax Not
Fiscal Year Collected, Catalog Sales Collected, Internet Sales Collected on Remote Sales
2001 $200 million $150 million $350 million
2002 $200 million $150 million $370 million
2003 $200 million $192 million $392 million

Inevitable Decisionsto be made by States

Thelack of required Internet sdlestax collection will force Sates to make tough decisions in the future,
In states that do not levy a persona income tax, such as Texas, the revenue lossis serious. The
potentia revenue loss for Texas by 2011, according to one study, will hit amost 10% of total expected
tax collections. If Texas were to raise current saes tax rates to make up for the revenue loss, the rate
would have to increase from 6.25% to 7.86%.%°

To turn the salestax Situation around, states are working on the core of the argument behind the 1992
ruingin Quill Corp v. North Dakota. This caseis one of the main reasons behind the U.S. Congress
refusal to mandate collection of the tax by remote-gte retallers. the sdes tax is overly complex and
complicated, with hundreds of exemptions, specid rules and differing definitions that vary from state to
gtate and among localities within those sates. Collecting the tax, the courts have ruled and
Congressiona |eaders confirmed, was an overwhelming burden on out-of-state retailers>

In practice, it is sometimes difficult to tell whether certain products (e.g., customized computer
software) should be treated as tangible or intangible property. Sales tax issues relating to e-commerce
activities are conceptudly very smilar to the jurisdictiona and product classfication issues that
out-of-gtate catalog retailers and computer software vendors have been addressing for years.

STexas Comptroller of Public Accounts, 9/18/02.
8Governi ng Magazine, The Untaxables, July 2002.

SGoverni ng Magazine, The Untaxables, July 2002.
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Accderating e-commerce activities have put more pressure on the system and have led to effortsto
amplify and rationdize the exigting rules. These efforts began with the Internet Tax Freedom Act and
culminated in the Streamlined Sdles Tax Project.

The Internet Tax Freedom Act ("ITFA")

In the mid to late nineties, public acceptance and use of the Internet grew. Subsequently, dua state and
local taxation of Internet access was one of the early judtifications given for enactment of the Internet
Tax Freedom Act (ITFA). Dueto the fact that underlying telephone service is dready taxed, severd
groups argued that Internet access ddlivered viatelephone should be granted an exemption from sales
tax. In addition, administering an Internet access tax proved too difficult for sate and local
governments. Findly, state and loca taxing authorities had strained the gpplication of preexiging sdes
tax statutes to apply them to Internet access. As of October 1, 1998, the ITFA placed athree-year
moratorium on multiple taxes, discriminatory taxes and taxes on Internet access. In November 2001,
President Bush signed atwo-year extension of the ITFA moratorium, through November 1, 2003.%8

The Streamlined Sales Tax Project (" SSTP")

The streamlining Sate sales tax project began as an effort to smplify the complexitiesin collecting
interstate sales tax so they can be applied more easily to al purchasers, whether made in astore,
through a catalog or on the Internet. Members of the streamlining effort include State legidators, tax
adminigrators, governors staff and private-sector retailers from nearly 40 states, including Texas.

The overdl god of thiseffort isto influence congress to require remote-site ses-tax collection by
making it eesier and less expensve for retallersto collect the tax. The hopeisthat if enough big Sates
enact the compact, others will follow.

The monumenta chalenge the states face isto develop a Streamlined Sdles Tax system that includes
the following key fegtures.

Uniform definitions within tax laws

Rate amplification

State tax adminigration of al state and locd taxes

Uniform sourcing rules

Smplified exemption adminigtration for use, and entity, based exemptions

Uniform audit procedures

State funding of the systlem

Noos~WDNRE

Deloitte & Touche Center for Multistate Taxation, University of Wisconsin, A Lawmaker’ s Guide to the Sreamlined
Sales Tax Project, 2002.
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So far, thirty-nine sates including Texas and the Didtrict of Columbia are involved in the project. Thirty-
four states and the Digtrict of Columbia are voting participants in the project because their legidators
have enacted enabling legidation or their governors have issued executive orders or smilar
authorizations. Five dates are non-voting participants in commitment of the State executive or legiddive
branches, but are il participating. Forty-five states and the Didtrict of Columbiaimpose asales and
use tax.>®

Texas' Role

The implementing states organization has developed amodd act, dlowing date legidators the
opportunity to enact the model act before the end of 2003. Those states that enact the provisions of the
agreement in 2002 and 2003 will be the governing states of the Streamlined Sdes Tax System.

Today, Texasis gpproximately 90% in compliance with the modd act. To bein total compliance with
the modd act, Texas will have to enact legidation to:

1. Comply with streamlined project’s uniform tax base requirements.

2. Changethe Texas sourcing rule for local governments only, from origination to destinetion.

3. Change the Texas Communications Industry sourcing rule.

In order to continue to be at the front of this process the Texas Legidature will be faced with making

the required changes during the 78th on. However, there is a grace period which lasts until Dec
2005. Currently only MN, NC, SD and Wyoming have made the legidative changes.

>9Deloitte & Touche Center for Multistate Taxati on, University of Wisconsin, A Lawmaker’s Guide to the
Sreamlined Sales Tax Project, 2002.
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Motor Vehicle Sales and Use Taxes

Motor Vehicle Tax Facts
Sales Seller Financed Rental
Date Enacted 1941 1993 1971
0,
Rate When Enacted 1% 6.25% Qross 4% Gross Receipts
Receipts
S .
Current Rate 6.95% Gross 10% Gross Receipts on rental 30 days
6.25% . or less;* 6.25 percent on rentals 31-80
Receipts
days
Last Changed 1991 None 1991
2001 Net Revenue $2.6 Billion| $79.2 Million $176.5 Million
2002 Net Revenue $2.7 Billion| $73.2Million $159.6 Million
State Ranking 4th
Estimated Average RevenuePer| - $420 | g1 2 pyijion $17.7 Million
Penny* * Million

*The per penny rental figure is based upon the 0-30 day rate of 10 percent.

** Each of the 6.25 pennies that make up the current tax rate for the basic Motor Vehicle Sales Tax produced an
average of $420 million in revenuein fiscal 2001. It isimportant to note, however, that as the rate is changed, each
additional penny produces less revenue than the preceding penny generates.

Overview

The motor vehicle taxes cons s of the motor vehicle saes and use tax, the motor vehicle ses and use
tax on sdler financed-motor vehicles, the motor vehicle rentd tax and the manufactured housing sales
and use tax.

Motor Vehicle Salesand Use Tax

Thistax islevied on dl retail sdes of motor vehiclesin Texas and motor vehicles purchased ingde or
outsde of the state and will be used on Texas public highways by a Texas resdent or an individud
domiciled or doing busnessin this state.

The motor vehicle sles and use tax was enacted in 1941 at 1%. Since 1941, thistax rate has changed
nine times. The current motor vehicle tax rate is 6.25% and ranks fourth among the 46 statesimposing
amotor vehicle tax. Exemptions to this tax are salesto governments, handicapped persons, licensed
child care facilities, motor vehicle rentad companies, used for religious purposes, farm use or taxed by
other law or transported out-of-state. Some fire trucks and ambulance purchases are also exempt. Net
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collections for FY 2002 totaled $2.7 billion. One hundred percent of the revenue collected is alocated
directly to the General Fund.

Motor Vehicle Salesand Use Tax on Sdler Financed Motor Vehicles

Thistax isimposed on amotor vehicle seller who holds a dedler license from the Texas Department of
Transportation and finances the vehicles it sells and collects the motor vehicle sdes tax on these vehicles
as payments are collected. All revenue from thistax is located to the GR Fund. Exemptions to this tax
are the same as those for the motor vehicle sales and use tax.

The Motor Vehicle Rental Tax

A grossrentd receiptstax isimpaosed on motor vehicle rentals. The percent of tax imposed is based on
the length of the rental contract. The motor vehicle rental tax was enacted in 1971 at 4% of gross
receipts. Since 1971, the tax rate and base have changed three times. Today the tax has atwo-tier rate
dructure:

1. 10 % for renta of 30 days or less (Note: thisisthe highest among the 45 States that impose this tax).
2. 6.25 % for rentals 31 -180 days

Exemptionsto thistax are rentals to governments and rentas for re-rentd.

Texas Total Motor Vehicle Tax Collections Over Time (1986-2002)
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* Note: Graph includes all motor vehicle taxes, not just rentals

Net collections for the motor vehicle taxesin FY 2002 totaled $2.945 billion. Revenues from this tax
are dlocated to the Generd Fund.

The Manufactured Housing Salesand Use Tax

Texas Motor Vehicle Sales & Rental Tax Collections
1986-2002

(in thousands)
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* Each of the 5 pennies that make up the current tax rate produced an average of $4 million in revenuein fiscal 2001.

Manufactured Housing Tax Facts
Date Enacted 1982
Rate When Enacted 6.5% of 65% of Manufacturer's Sdlling Price
from 3/82 to 3/83 and 5% of 65% of
Manufacturer's Sdlling Price beginning 9/83

Current Rate 5% of 65% Manufacturer's Selling Price
Last Changed none

2001 Net Revenue $21.9 Million

2002 Net Revenue $19 Million

Average Revenue per Penny Increase* $4.37 Million

FY 2004-05 revenue generated from an

increase to 6.25% of 65% Manu sdling price $108 Million

It isimportant to note, however, that as the rate is changed, each additional penny produces less revenue than the
preceding penny generates.

Overview

A salestax isimposed on manufacturers of industrialized housing and manufactured homesfor sdein
Texas. A usetax isimposed on manufactured homes purchased new outside Texas and brought into

Texasfor use within 1 year of purchase date. The tax is due from the person to whom or for whom a
new manufactured homeis sold, shipped or consigned.

In 2002, net collections totaed $19 million. Revenue collected from thistax is dlocated to the Generd
Revenue Fund. Exemptionsto this tax are sales to governments and certain non-profit entities.
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Cost of Motor Vehicle Sales Tax Exemptions

In 2001, motor vehicle sales tax exemptions cost the State of Texas $160.9 million. Thiscost is
estimated to grow to $189 million by 2006. Refer to Appendix | for adetailed list of the Cost of Motor
Vehicle Sales Tax Exemptions for Fisca 2001-2006 and the associated cost.

Cost of Motor Vehicle Sales Tax Exemptions 2001-2006

$195.00

$190.00
2]
B $185.00 _—

S $180.00 A

5 $175.00 //
2 $170.00

2 $165.00 e

S $160.00 —

£ $155.00

B $150.00

© $145.00 : : : . .

2001 2002 2003 2004 2005 2006

Year

The five highest motor vehicle sdles tax exemptions are listed below:

1. Vehidestaxed by other laws - $95.6 million

2. Sdesto or use by apublic agency - $28.5 million
3. Farm use - $21.9 million

4. Certain licensed child care facilities- $7.7 million
5. Driven by handicapped persons - $5 million
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Motor Fuels Taxes

Motor Fuels Tax Facts

Gasoline Diesd Fud |Liquefied Gas
Date Enacted 1923 1941 1941
Rate When Enacted $0.0V/gdlon | $0.08/galon | $0.04/gdlon
Current Rate $0.20/ gdlon [ $0.20/ galon|$0.15/ gdlon
Last Changed 1991 1991 1989
2001 Net Revenues $611 Million | $1.8 Million
2002 Net Revenues $2.2 Billion $607 Million | $1.8 Million
Edtimated Average $124
Revenue Per Penny $107.6 Million | $30.6 Million

Thousand

Increase*
2004-05 revenue
generated from an increase $2.7 Billion $2.5 Million
to0 $0.30/ galon

* Each of the 20 pennies that make up the current tax rate produced an average of $138 million--for al three taxes—-in
revenuein fiscal 2001. It isimportant to note, however, that as the rate is changed, each additional penny produces
less revenue than the preceding penny generates.

Overview

The motor fuels tax congsts of the state’ s consumption taxes on gasoline, diesel fud, and liquified gas.
In 2002, the motor vehicle fue tax revenue reached $2.8 hillion.

After deductions for unclaimed motorboat fud refunds, other unclaimed refunds, and enforcement, the

motor fuels tax is alocated as follows®°

1. Available School Fund- 25% of the balance

2. Stae Highway Fund- 75% of the balance. In the case of gasoline tax revenue, the first $7.3 million
of the money given to the State Highway Fund is transferred to the County and Road Didrict
Highway Fund.

0T exas Congtitution, Article 8, Section 7-A.
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TexasMotor Fuel Tax Collections Over Time (1986-2002)

TexasMotor Fuel Tax Collections
1986-2002

(in thousands)
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Motor Fuds Tax Exemptions

Agriculturd, indugtrid, commercid, marine, raillway engine, scheduled inter city bus routes, and various
off-road uses are exempt from the motor fuels tax.

A. Gasoline Tax

Thistax was enacted in 1923 at $0.01 per gdlon and isimposed on the first sale or use of gasolinein
Texas. Since its enactment, the gasoline tax rate and base has changed six times. The current gasoline
tax is $0.20 per gdlon. The gasoline tax is the third largest source of tax revenue for Texas Sate
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government, bringing in just over 8.4 cents of every state tax dollar in fiscal 2000.5 In generd, thetax is
charged on each gdlon of gasoline sold in Texaswhich is used to

propel vehicles on Texas public roads®?

Gasoline Tax Exemptions

1. Reduced tax rates: Thetax rate is reduced for gasoline sold to quaified trangt companies. This
gpplies to most metropolitan trangt authorities for trangit carriers designed for 12 or more
passengers. The tax rate is reduced for gasoline sold to qudified transit companies. This appliesto
most metropolitan trangit authorities for trangt carriers designed for 12 or more passengers.

2. Exceptions: Exceptions are uses or sdes of gasoline where the tax does not apply because the fuel
isnot used to prope avehicle on Texas public roads or because the sale is made to an excepted
purchaser. Excepted purchasers include permitted gasoline distributors that buy gasoline to resdll or
export out of the Sate, the federal government, and Texas public school digtricts.

3. Discounts: Discounts are handling fees that those who have permits are dlowed to keep in
exchange for collecting the gasoline tax and sending it to the State treasury.

®lTexas Comptroller of Public Accounts, Sources of Revenue Growth, 2001.

2 Texas Comptroller of Public Accounts: Tax Exemptions and Tax incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence/gaso.html
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Cost of Gasoline Tax Reduced Rates, Exceptions, Discounts, and Refunds®

Cost of Gasoline Tax Reduced Rates, Exceptions, Discounts, and Refunds
Fiscal 2001 to 2006
(in millions of dollars)
Section Item 2001 2002 2003 2004 2005 2006
Texas
Tax
Code
153.102 Tax rates (transit) negligible| negligible | negligibl |negligible |negligible | negligible
e
153.104 Exceptions and refunds
153.119 Federal $27.70 | $2840 | $29.20 | $29.90 $30.70 $31.50
Schools and commercial 01 0.1 0.1 0.1 0.1 01
school transportation
companies
Fuel sold by a permit cbe cbe cbe cbe che cbhe
holder to another permit
holder
Fuel for export cbe cbe cbe cbe che che
Aviation use 5.9 6.1 6.2 6.4 6.5 6.7
Fuel arriving in the tank cbhe cbe cbe cbe cbe cbe
of amotor vehicle (non-
interstate trucker)
Fuel lost by fire, theft or 32 3.3 3.3 34 35 36
accident
Marine use 11 11.3 11.6 11.9 12.2 125
Agricultural use 12.7 13 13.4 13.7 14.1 14.5
Construction use 3.9 4 4.1 4.2 4.3 4.4
Industry and commercial 11.2 115 11.8 12.1 124 12.7
use
153.105 Discount for tax 434 445 45.7 46.9 48.1 494
collection
153.1195] Creditsfor bad debts 49 5.1 5.2 53 55 5.6
Totals | | $124.00 | $127.30 |$130.60 | $133.90 | $137.40 | $141.00
cbe: cannot be estimated.
Note: Totals may not add due to rounding.

63 Texas Comptroller of Public Accounts: Tax Exemptions and Tax incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence/table31.htm
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B. Diesa Fue Tax

Thediesd fud tax was enacted in 1941 at $0.08 per galon and isimposed on thefirst sde or use of
diesd fud in Texas. Sinceits enactment in 1941, the diesd fud tax rate and base has changed seven
times. Currently the tax islevied at 20¢ per gdlon (19 ¥2¢ - trangt saes) on first sale or use.
Exemptions to thistax are agriculturd, industrid and commercid, marine railway engine, scheduled
inter-city bus routes, public school districts, and various off road-uses.® Deductions are given to
suppliers at 2%; bonded users at ¥ (.005); and interstate truckers at ¥%% (.005). %

C. Liquified Gas Tax

A tax isimposed on the use of liquified gas (i.e. butane, propane, compressed natura gas) as amotor
fud. Motor vehicles licensed in Texas and equipped with aliquefied gas system are required to prepay
the tax by purchasing aliquified gas tax decd. Motor vehicles licensed in other states, Mexico, or
licensed under the IFTA pay the tax at the retail pump.

The liquified gas tax was enacted in 1941 at $0.04 per gdlon. Since its enactment, the liquified gas tax
rate and base has changed five times. The current liquified gastax islevied a 15¢ per galon.

Exemptions to this tax include agriculturd, industrid and commercia uses, plus public schoal didricts,
and Texas counties, and various off-road uses.®® Deductions are given to deders at 1% and interstate
truckers at Y% (.005). ¢

4 Texas Comptroller of Public Accounts, Source of Revenue Growth 1972-2001, p. 63.

S Texas Comptroller of Public Accounts, Sources of Revenue Growth, 2001. Available at
http://www.cpa.state.tx.us/taxinfo/fuel s/diesel .html

6 Texas Comptroller of Public Accounts, Source of Revenue Growth 1972-2001, p. 76.

5 Texas Comptroller of Public Accounts, Tax Exemptions and Tax Incidence, January 2001. Available at
http://www.cpa.state.tx.us/taxinfo/fuelg/lg.html.
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Franchise Tax

Franchise Tax Facts
Date Enacted 1907
Rate When Enacted $0.50 per $1,000 of taxable capital
0.25% on taxable capita, plus the amount, if
Current Rate any, by which atax of 4.5% on earned
surplus exceeds the tax on capital
Last Changed 1991
2001 Net Revenue $1.9Billion
2002 Net Revenue $1.9 Billion
Estimated Average Revenue Per Penny $435.6 Million
Increase*

* Arithmetically, per penny of earned surplus, or per .06 cents of capital, whichever is higher. Per penny calculation
based on 4.5% earned surplus rate. Each of the 4.5 pennies that make up the current tax rate produced an average of
$436 million in revenue in fiscal 2001. It isimportant to note, however, that as the rate is changed, each additional
penny produces less revenue than the preceding penny generates.

Overview

The Texas franchise tax was adopted in 1907. Originaly the tax was levied as atax on corporate
wedth (i.e., as a percentage of corporate assets), the tax changed little but for the tax rate until the
1980s.

Legal chalenges to the method of tax computation in the 1980s caused tax revenues to drop sharply.®
From 1987 until 1991, the franchise tax rate was $5.25 basic rate plus $1.45 surtax-$150 minimum tax
effective for 1989 reports; the rate then reverted to $5.25 with no surtax- $68 minimum tax for reports
duein 1990.

B Texas Comptroller of Public Accounts: Tax Exemptions and Tax Incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence/fran.html

72




Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Texas Franchise Tax Collections Over Time (1986-2002)

Texas Franchise Tax Collections
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Thefranchisetax is Texas primary businesstax and islevied on corporations. The definition of a
“corporation” includes regular corporations, S corporations, banks, savings and loan associations, and
limited liability companies (“LLC”).%°

The franchise tax is a privilege tax, meaning corporations pay the tax in exchange for specific privileges
granted by the ate of Texas. Privilegesinclude:

1. Accessto the state’ s lega system

2. Theright to accumulate property separate and gpart from an individua’ s property, and

3. Limitation of persond financid ligbility for officers of the corporation.

9 Texas Tax Code 171.001 (Vernon 1992)
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In answer to the ensuing revenue shortfals and to long-stlanding equity concerns, the Legidature
reformulated the tax in 1991. Since 1992 the franchise tax has been computed on a dua tax base of
capital (net worth) and earned surplus (modified net income). ™ The current franchise tax is .25 % on
taxable capita, plus the amount if any, by which atax of 4.5 percent on earned surplus exceeds that tax
on capital.

Corporations Subject to the Franchise Tax
The Texas franchise tax isimposed on corporations and limited liability companiesthat are elther:

1. Actudly doing businessin the state of Texas: A corporation does business in the sate of Texas when
its activity of busnessin Texas reaches certain minimum levels, or

2. Authorized to do business within the sate: A corporation is authorized to do business in the state of
Texaswhen it isincorporated here or when it has obtained a certificate of authority to conduct
business here.

Franchise Tax Exemptions

The franchise tax is not imposed on certain tax-exempt corporations.”

Exempt entities include:

1. Non-corporate business entities such as partnerships, associations, and proprietorships
2. Professona Associations. This exclusion arises from Comptroller Policy.”

3. Insurance companies™

4. Railway termind corporaions™

"OTexas Tax Code 171.001 (Vernon 1992)

"ITexas Tax Code 171.001 (Vernon 1992)

">Texas Tax Code 171.051 to .086 (Vernon 1992)

"3 Texas Franchise Tax 2002, James F. Martens, 2002, p. 2

"Texas Tax Code Ann. 171.052 (Vernon Supp.1995)

™Texas Tax Code Sec. 171.053 (Vernon 1992)
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© oo N !

10. Credit unions®:

Open-end investment companies’™

Certain non-profit corporations’’

Corporations manufacturing, salling, or ingtaling solar energy devices™
Electric and telephone cooperatives™

. Certain trade show participants®

iscal 2001-2006 (in millions of dollars) [RESENREEIEE

Cost of Franchise Tax Exemptions
F

Y ear Estimated Cost

2001 $ 637.30
2002 $ 662.20
2003 $ 690.10
2004 $ 721.10
2005 $ 755.90
2006 $ 792.30

Exemptions®

There are numerous exemptions from the franchise tax. The Comptroller of Public Accounts estimates the

"6Texas Tax Code Ann. 171.055 (Vernon 1992)

""Texas Tax Code Sec. 171.053 to 171.068 (Vernon 1992)

"B Texas Tax Code Sec. 171.056 (Vernon 1992)

" Texas Tax Code Sections 171.079-80 (Vernon 1992)

80Texas Tax Code Sec. 171.084(Vernon 1992)

81Texas Tax Code Sec. 171.077 (Vernon 1992)

82Texas Comptroller of Public Accounts, 2001
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cost of exemptions to the state a approximately $637 million per year. In 2001, 149,040 of the half

million digible corporations paid the tax.®

Refer to Appendix L for adetailed list of the Cost of Franchise Tax Exemptions for Fisca 2001-2006.

Franchise Tax - For Profit Corporations Revenue
in Millions
Potential Changesto Current Tax Code 2004-05
Repeal exemption for open-end investment companies
(mutual funds) $ 506.60
Repeal regulated investment company special
apportionment method $ 78
Repeal exemption for title insurance companies $ 290
Repeal exemption for solar energy businesses $ 100
Repeal temporary (FAS 96) credit $ 060
Repeal exemption for trade show participants negligible
Repeal exemption for sludge recycling firms negligible
Total Franchise Tax - For Profit Corporations $ 51890

exemptions.

8smn Angelo Standard-Times, More Big Companies Dodge Sate Franchise Tax, 4/28/02.

84Comptrol ler of Public Accounts, 10/2002.
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Note: Unless specificdly stated, estimates reflect full years; no adjusments for implementation of tax law
changes assumed. Estimates reflect satic changes only; no dynamic economic effects included.
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Companies Avoiding Franchise Taxes

Current gtate law dlows limited partnership companies not to pay franchise taxes. Texas corporations are
becoming more aggressive with their tax planning by restructuring their companies to limited partnerships
and “Ddaware Subs’ to avoid paying the state’ s franchise tax. When restructuring to a Delaware Sub, a
company becomes a subsidiary of an out-of-state company based in alow-tax dtate, i.e Delaware, to
avoid paying the Texas franchise tax. (Refer to the Delaware Sub section of this report).

Approximately one thousand corporations convert to limited partnerships each year.® Mogt of these
conversons are smal companies and do not have a sgnificant impact on the Sate revenue. Y, it isthe
few large companies that convert that have a Sgnificant impact on state revenue. According to the Texas
State Comptroller, the state will lose as much as $143 million in 2003 because of the corporate
restructuring.

Franchise tax revenues have grown from $1 hillion to $1.9 billion in the past nine years, yet declined by
over $100 million from 2000 to 2001. In 2002, the franchise tax generated $1.96 hillion in revenue. Due
to current franchise tax exemptions, only 149,040 of the haf million corporationsin Texas pad franchise
taxes in 2001. Thusthe taxes paid by 1% of Texas corporations congtitutes 51% of the states franchise
tax revenue. A change in these corporations  structure may drastically decrease franchise tax revenue.®

8T exas Comptroller of Public Accounts, 2002.
83an Angelo Standard-Times, More Big Companies Dodge Sate Franchise Tax, 4/28/02.
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Franchise Tax Deductions

For many of the dlowable deductions or specia accounting methods, taxpayers are not required to aert
the Comptroller when employing the deduction or accounting method. For this reason, the absolute
number of taxpayers taking advantage of these forms of tax relief is not known. The fiscd impact of these
tax benefits are estimated using a variety of computation methods, including comparison with federd tax
information, if appropriate.®” Other deductions or special accounting methods require the entry of data on
the franchise tax report in amanner that alows the identification of each taxpayer using that deduction or
method. Tax credits can dso be identified on a taxpayer-specific bass.

Franchise Tax Deductionsinclude:

1. Small business exceptions: corporations with gross receipts less than $150,000%

2. Reduction of taxable capitd for investment in an enterprise zone®

3. Food and medical receipts®

4. Business loss carryover®

5. Officer/director compensation add-back exemptions for 35-or-fewer shareholder corporations®
6. Cost of solar energy device from taxable capital gpportioned to this sate™

7. Interest income from US obligations®

87 Texas Comptroller of Public Accounts: Tax Exemptions and Tax Incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence/fran.html

88T exas Tax Code Sec. 171.002(d) (Vernon 1992)
89Texas Tax Code Sec. 171.1015 (Vernon 1992)
DTexas Tax Code Sec. 171.104 (Vernon 1992)

9 Texas Tax Code Sec. 171.110(a)(4) (Vernon 1992)
92Texas Tax Code Sec. 171.110 (Vernon 1992)

93 Texas Tax Code Sec. 171.107 (Vernon 1992)

“Texas Comptroller of Public Accounts: Tax Exemptions and Tax Incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.ug/taxinfo/incidence/fran.html
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Cost of Franchise Tax Deductions

Franchise Tax - For Profit Corporations Revenue
in Millions
Potential Changesto Current Tax Code 2004-05
Remove deduction for officer/director compensation add-back
exemption for 35-or-less-shareholder corporations $ 454.70
Remove deduction for business loss carryover $ 416.20
Remove deduction for interest earnings on federal securities $ 11760
Cost of Fran@veged @4 dA et Rer I ACsouRfing Meshods, Tediisoand Refunds
Fiscal 2004e2006ddaubddh fn $sfddal ars)i cine receipts $ 890
Remove deduction for ipveg@idnt in enPgPPi se zon2e03 2004 $| 2085 2006
Business | SRy Assction for fuchasgeh soker engsgyldeviersg 1 | ¢ 20g.1 bedighisg 1| $ 208.1
; Total EYanchisg Tax - For Profitqorporations $|L,120.10
Officer compensation-exehison
smal corps $ 1878|$ 1983|$ 207.2| $ 2197 $ 2350 $ 2519
Smdl business exception $ 464| 9% 491|9$ 522 |$ 555 % 594 $ 637
Interest earnings on federal
securities $ 537|% 550|9% 565|% 580|$ 596 $ 612
Enterprise zone investment $ 39|/% 39/% 39|% 39[% 39|% 39
Food and medicine receipts $ 36(% 38|%$ 40($ 43|%$ 46| % 49
Solar energy device purchases * * * * * *
Total deductions $ 5035| $ 5183| $ 531.8| $ 5495| $ 5705] $ 593.6

Elimination of Franchise Tax Deductions®

For illugtrative purposes only, the table below updates options by the 1997 Joint Committee and shows
additiond revenue that may be redized by diminating various franchise tax deductions.

95Texas Comptroller of Public Accounts, 10/2002.
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Note: Unless specificaly stated, estimates reflect full years;, no adjustments for implementation of tax law
changes assumed. Estimates reflect satic changes only; no dynamic economic effects included.
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Franchise Tax Special Accounting Methods

Specid gpportionment method for certain investment management companies™
Use of federal income tax (FIT) accounting method®’

Transportation company apportionment for taxable capital®

Telephone company apportionment for taxable capital®

o A~ WD PE

Teephone company apportionment for earned income'®

Cost of Franchise Tax Special Accounting Methods

Cost of Franchise Tax Special Accounting Methods Fiscal 2001-2006 (in millions of dollars)
2001 2002 2003 2004 2005 2006

Investment management firm

apportionment $ 39| % 39 $ 391 $ 39 $ 39| % 39
GAAP accounting exemption $ 139|$ 146|$ 153|$ 162|$% 173|$ 186
Transportation firm apportionment $ 11($ 17|$ 122|$ 130|$ 139]%$ 149
Telephone firm apportionment $ 89($ 941 $ 98|$ 104($ 11|$ 119
Total special accounting methods $ 377[$ 06| 412|$ 435|% 462]$ 493

9 Texas Tax Code Sec. 171.106 and(d) (Vernon 1992)
9Texas Tax Code Sec. 171.113 (Vernon 1992)

®BTexas Comptroller of Public Accounts: Tax Exemptions and Tax incidences, A Report to the Governor
and 77th Legislature, 2001. Available at http://www.cpa.state.tx.us/taxinfo/incidence/fran.html

9 pid
100 hig
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Franchise Tax Credits and Refunds

Franchise tax creditsinclude:

Temporary credit for sdlestax paid on property used for manufacturing®*
Temporary (FAS96) credit net taxable earned surplus'®

Wages paid to Texas Department of Crimina Justice work program participants'®
Wages paid to children committed the Texas Y outh Commissiont™

Child care centers or services'®

Research and development®

Job creation'”’

Capitd invesment'®

Contributions to before and after school care programs'®

Franchlse tax refunds may be obtained for job creation in an enterprise zone The refund is 25% of
the firms tax liability, up to $45,000 maximum per firm.*°

©WoNOOA~WNE

Cost of Franchise Tax Credits and Refunds Fiscal 2001-2006 (in millions of dollars)

2001 2002 2003 2004 2005 2006
Research and devel opment credit 67.7 128.8 137 147.1 1574 168.7
Investment credit 45.2 56.1 59.6 68.5 73.3 78.5
Job creation credit 2.7 28.1 29.9 34.3 36.7 39.3
Before- and after-school care contributions 4.3 5.2 5.5 5.9 6.3 6.8
Child care credit 3.9 4.7 5 5.3 5.7 6.1
Temporary (FAS 96) credit 04 04 04 0.3 0.3 0.3
Credit for wages paid to inmates of TDC * * * * * *
Credit for wages paid to persons committedto TYC * * * * * *
Refund for job creation in enterprise zones * * * * * *
Total credits and refunds $144.20 | $223.30 | $237.40 | $261.50 | $279.70 | $299.80

10T exas Tax Code Sec. 171.0021 (Vernon 1992)

1027 exas Tax Code Sec. 171.111 (Vernon 1992)

1037 exas Tax Code Sec. 171.651-171.657 Subchapter L (Vernon 1992)

104 exas Tax Code Sec. 171.681-171.687 Subchapter M (Vernon 1992)
1057 exas Tax Code Sec. 171.701-171.707 Subchapter N (Vernon 1992)
1061 exas Tax Code Sec. 171.721-171.730 Subchapter O (Vernon 1992)
107Texas Tax Code Sec. 171.751-171.761 Subchapter P (Vernon 1992)
1081 exas Tax Code Sec. 171.801-171.811 Subchapter Q (Vernon 1992)
1097 exas Tax Code Sec. 171.831-171.836 Subchapter R (Vernon 1992)

10T exas Tax Code Sec. 171.501 (Vernon 1992)
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Revenue Gener ated from Changesin Special Accounting M ethods, etc.!!

For illudtrative purposes only, the table below updates options by the 1997 Joint Committee and shows
additional revenue that may be redlized by making changes to specid accounting methods that are not
included in previous charts.

Franchise Tax - For Profit Corporations Revenue
Revenue Changesin Special Accounting M ethods in Millions
Potential Changesto Current Tax Code 2004-05
Add non corporate entities with $100,000 owner deduction (excluding
sole proprietors) (assumed eff. date: Jan. 1, 2004) $ 556.7
Eliminate transportation company special apportionment method $ 269
Eliminate tel ephone company specia apportionment method $ 215

Repeal regulated investment company specia apportionment method | $ 7.8
Treat receipts from trademarks, licenses and franchises similarly to

patents, royalties and copyrights - based on usein Texas $ 6.0

Total Franchise Tax - For Profit Corporations $ 6189

Note: Unless specificaly stated, estimates reflect full years;, no adjustments for implementation of tax law
changes assumed. Estimates reflect satic changes only; no dynamic economic effects included.

lllTexas Comptroller of Public Accounts, 10/2002.
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Discussion of Franchise Tax “L oopholes’

Over the past few years, there has been much discussion concerning the variety of methods used to avoid
paying the Texas Franchise Tax. Texas corporations are becoming more aggressve with their tax
planning by taking advantage of income shifting loopholes and/or by restructuring their companies to
avoid paying the gtate' s franchise tax. This discusson is more related to corporate restructuring and less
to income shifting loopholes which can be taken advantage of regardless of corporate structure.

Currently in Texas, partnerships are not subject to state franchise taxes. Lawmakers acknowledged this
exemption under the premise that without an exemption, the franchise tax would bein violation of the
state’' s condtitutiona prohibition on an income tax. 2

Once lawmakers extended the franchise tax to corporate income as well as assets, a number of large
corporations reorganized as partnerships to avoid the franchise tax. According to the State Comptroller
office, it is projected that the state will lose as much as $143 million in 2003 because of corporate
restructuring.*** In 2002, the franchise tax generated $1.9 billion. The discussion of those “loopholes’
bresks into two digtinct segments. the Delaware Sub and the addition of partnershipsin generd to the
franchise tax.

Effects on Texas Businesses

Texas businesses have reacted to the corporate franchise tax in a variety of ways. Many companies have
paid and will continue to pay their franchise taxes, while others have chosen to avoid the tax by
reorganizing their organizationa structure. This reorganization process is often termed “ Delaware Sub”
because of the reorganization involves placing a portion of acompany’s business structure in the State of
Dedaware, which does not have an income tax or afranchise tax on holding companies. It should be
noted that under current law, this change in structure isalega option.

M2Fort Worth Star-Telegram Oct. 29, 2000

113 Texas Comptroller of Public Accounts, 2002.
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How the Delawar e Sub Works

1. Under the Delaware Sub conversion, many Texas corporations have merged their busnesseswith a
newly formed shell corporation in Delaware.

2. The Delaware corporation then creates alimited partnership in Texas.

3. The Ddaware corporation then transfers its business to the Texas limited partnership while recaiving
amogt 100% ownership of the partnership. Thus the Delaware corporation acting as the limited
partner owns 99.9% of the Texas limited partnership and the Delaware corporation acting as the
generd partner owns .01% of the Texas limited partnership.

4. Although the Texas corporation’s brick and mortar assets never physcaly leave the state, revenues
are technicaly generated for the Delaware shell company. The Texas limited partnership is not
subject to the Texas franchise tax because smply owning an interest in a Texas limited partnership as
alimited partner is not equal to be doing businessin Texas. Therefore the 99.9% of the Texas limited
partnership’s income that is dlocable to the Delaware corporation acting as alimited partner is not
subject to Texas franchise tax. Essentidly, revenues are generated for the Delaware company and
out of reach of the Texastax system.'

MEort Worth Star-Telegram Oct. 29, 2000.
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5. Onthe other hand, the .01% of the Texas limited partnership’s income alocable to Delaware
corporations acting as its general partner will be subject to Texas franchise tax.

BEFORE: AFTER
CorpT CorpT
100% Ownership 100% Ownership
SubA Sub B
100% ownership
Operating Assets 0.1% General Partner TXLP 99.9% Limited Partner
(Land, Bldg, Mfg. Equip.,
Etc.)
100% Ownership

Operating Assets
(Land, Bldg.,
Mfg.Equip., Etc.)

What ThisMeansin Monetary Terms

As shown in the chart below, a company who has a Texas based net income of $20 million can

reduce tax liability
Example: Franchise Tax Liability from $900.000 to
Prior to Restructuring to a| Post Restructuring to a only $900_’
Delaware Sub Delaware Sub
Company T Texas $20,000,000 .01%* $20,000,000
source-net income
Income Subject to $20,000,000 $200,000
Franchise Tax
Franchise Tax Rate 450% 4.50%
Franchise Tax liahility $900,000 $900
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Effect on Texas Government Finance

The companies that reorganize as a Delaware Sub to avoid franchise taxes generdly see atax savings
every year. According to the Texas Comptroller of Public Accounts, the state of Texasis estimated to
have lost $26 million in 1997 and $79 million in 2001 due to the Delaware Sub process. By the year
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43 million.**®

Wrexas Comptroller of Public Accounts, Texas Taxes Prepared for the 77th Interim Sudy Senate Finance
Committee, Presented December 5, 2001.

89



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

According to the Texas Comptroller’s Office, in 1999, 566 Texas companies reorganized as
Dedaware Subs to avoid the franchise tax. By the year 2000, the number of Texas companies that
reorganized had grown to 1,318. Although the Delaware Sub has iminated franchise taxes for more
than 1,000 Texas firms, that number is out of approximately 500,000 companies satewide.!16

Current I ssues

Currently, Texas Legidators are faced with the task of trying to leve the playing fid for dl Texas
businesses, regardless of their structure, while continuing to encourage companies to locate in Texas.

Optionsto Close the Corporate Tax “ L oopholes’

Over time, the discussion about the “ Corporate Franchise Tax Loopholes’ has taken two distinct
paths. First the Delaware Sub Loophole, and secondly the genera issue of gpplying the corporate
franchise tax to dl partnerships. Below isabrief overview of these discussons. Theintent of this
section isto ligt possible options and in no way represents an endorsement of any of the specific
methods by the Senate Finance Committee or itsindividua members.

Closethe Delaware Sub “loophole’:

1. Agency Rule Change -
The “Limited Partner Rul€’ is sanctioned by the franchise Tax Rulesissued by the Comptroller of

Herexas Comptroller of Public Accounts, 2002
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Public Accounts. 34 TAC Sec. 3.546 provides (in relevant) asfollows:.

(&) A foreign corporaion islidble for the franchise tax if it is...doing busnessin the sate.
(a) Some specific activities which condtitute doing businessin Texas ae: ...
.(.1.2) foreign corporations as partners:
(B) acting asagenerd partner in alimited partnership which is doing businessin

Texas. (A foreign corporation which isalimited partner in alimited
partnership is not doing businessin Texas)

The Delaware Sub loophole may be closed by reveraing the Limited Partner rule. Thiswould
require that the Comptroller provide that a corporation is deemed to be “doing business’ in Texas
if it isa partner, whether generd or limited, in a partnership doing businessin Texas.

a

Assert Nexus over non resdentid limited partners. Mandate that ownership of alimited
partnership interest in a Limited Partnership doing business in the State crestes anexusfor a
corporate limited partner which otherwise has nexus.

Perform a "L ook through™ of the various companies or "follow the money,” from the mother
company through the subsidiaries.

Disdlow expenses or intangible charges, such as logos, trademarks and officer compensation.
In many cases where corporations set up “tax-haven” subsidiaries, the subsidiary chargesa
royalty to the rest of the business for the trademark, or the patent. The roydty is adeductible
expense for the corporation paying it, and reduces the amount of profit such a corporation has
in the state in which it does business and is taxable. In some cases, the “ profits’ are loaned
back to the rest of the corporation making the interest on the loan deductible.

. Statutory Change - The Legidature may change the limited partner rule by Satute.

Section 171 of the Texas Tax Code may be amended by changing a* corporation” to a“taxable
entity”. The definition of a“taxable entity” could then be changed to include specific types of
business formats desired by the legidature.

. Consistency Test - Extend the franchise tax to include any entity thet is classfied asa
corporation for federa income tax purposes. For federa purposes, limited partnerships are taxed
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as corporations. Thiswould prevent smdler privately held corporations that avoid taxes by
maintaining a corporate structure for federa purposes and assume the form of alimited liability
partnership for purposes of avoiding the state franchise tax.

Pennsylvania closed this loophole by amending their corporate net income tax and the capita
stock/franchise tax law (HB 334, Act 23 of 2001), so that the term “corporation” now includes
any entity that is classified as a corporation for federal income tax purposes. The legidation dso
expands the definition of “businessincome’ to include al income derived when “dther the
acquisition or digposition of the property congtitutes an integra part of the taxpayer’ s regular trade
or business."**

ll7Statte Tax Notes, Vol.21, No.7, Measure Closed ‘ Sgnificant’ Corporate Loophole, August, 2001.
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Extend Franchise Tax to Partnerships:

Extending the franchise tax to partnerships may require a congtitutional amendment due to the state's
condtitutiona prohibition againgt an individua income tax. Below are options which show the range or
scope of possible changes.

1. AcrosstheBoard Change - Extend the reach of the franchise tax to include dl corporations and
partnerships that derive income in Texas. This method was contemplated in Enrolled verison of
HB 4 of the 75th Legidative sesson. Refer to Appendix Q for the language used in HB 4.

2. Personal Liability Test - Make the tax applicable to dl business structures which afford the
owners, shareholders or partners with a shield from persond liability. Thiswould not include
generd partnerships. However, it would assert nexus over out-of-state general partners.

3. Occupational Tax Test - Apply the franchise tax to partnerships in which the partners are not
required to pay an occupationd tax

Mandatory Combined Reporting

Require corporations to determine their state franchise tax ligbility usng combined reporting.
Combined reporting requires corporations to add together the profit of related businesses whether in-
dtate or out-of-state, before the combined profit is subject to apportionment. Thus the corporation
gainslittle or no advantage by shifting the profit between the various corporations’ subsidiariesin the
corporate group. Combined reporting is a comprehensive long term solution to the corporate
subsidiary problem.

Approximately one-third of the corporate income tax states require corporations to determine their
date income tax liability using combined reporting- Alaska, Arizona, Cdifornia, Colorado, Hawaii,
Idaho, Illinois, Kansas, Maine, Minnesota, Nebraska, New Hampshire, North Dakota, Oregon, and
Utah.™® Some of these states, such as Cdlifornia, have required mandatary combined reporting for
amog 70 years and have withstood significant lega chalenges dl the way to the U.S. Supreme Court.

18Center on Budget and Policy Priorities, Closing Three Common Cor porate |ncome Tax Loopholes
Could Raise Additional Revenue for Many Sates, April 9, 2002.
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Natural Gas Tax

Natural Gas Tax Facts

Date Enacted 1931
Rate When Enacted 2.0% of vdue
Current Rate 7.5% of the market value at the

well heed of naturd and casing
head gas produced and sold in the

state
Last Changed 1969
2001 Net Revenue $1.6 Billion
2002 Net Revenue $628 Million
Edtimated Average Revenue Per Penny $12.9 Million
Increase*

* In FY 2001 Each of the 7.5 pennies that make up the current tax rate produced an average of $213 million. Itis
important to note, however, that as the rate is changed, each additional penny produces less revenue than the
preceding penny generates. Note that FY 2001 collections were unusually high due to high market prices that year;
FY 2002 collections were considerably lower.

Overview

The natura gas tax was enacted in 1931 at 2% of value and isimposed on the market vaue of gas
produced and sold in the state by the producer. Since 1931, the natural gas tax rate has changed
seven times. Seven severance tax incentives have passed since 1989. The current tax rates are as
follows

1. Gasistaxed at 7.5% (.075) of natural and casinghead gas produced and saved in the State

2. Condensateistaxed at acrude oil rate of .046% and included in natural gas tax revenues'®

119Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, p. 91.
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Texas Natural Gas Tax Collections Over Time (1986-2002)*

Texas Natural Gas Tax Collections

1986-2002
(in thousands)
$1,800,000
$1,600,000 *
Drastic Spike in Natural Gas /\
Prices Resultsin Increased N\

$1,400,000

Revenue. \ / \
$1,200,000 / \
$1,000,000 / \
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$400,000

$200,000

$0 : : : : : : : : : : : : : : : :
1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

* Beginning with fiscal 1985, odd fiscal years have 13 months of revenue and even years have 11 months of
revenue.

Revenue generated from the Natural Gas Tax is dlocated asfollows:
1. Foundation School Fund -25 percent
2. Generd Revenue Fund -75 percent'?°

In any year that the naturdl gas tax revenue exceeds $599.8 million, which is the amount from the tax
in fiscal year 1987, seventy-five percent of the excessis dlocable to the economic stabilization fund.
For more detail, see the section on the economic stabilization fund.

120 hig

95



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Exemptionsto the Natural Gas Tax

1.

Section 201.057 of the Texas Tax Code exempts certain high-cost gas from taxes or makesiit
eigible for areduced tax rate. The degree of the rate reduction increases with the relaive drilling
and completion cost of the well.

Section 202.056 of the Texas Tax Code exempts gas production from wells that have been
inactive (non producing) for a period of at least two years. This exemption isfor 10 years after
resumption of production.

Section 202.056 of the Texas Tax Code exempts gas injected into the earth unless sold for that
purpose.*?

Section 201.053 of the Texas Tax Code exempts royalty interest owned by the federa
government, the state or political subdivisions?2

Section 201.058 of the Texas Tax Code exempts natura gas production increased by marketing
gas from oil wells that had been previoudy vented or flared for twelve months or more.#3

Section 201 of the Texas Tax Code exempts Casinghead gas previoudy vented/flared for 12
months or more.

Section 201 of the Texas Tax Code exempts Casinghead production from arailroad commission
certified incremental production oil lesse.

121506, 201.053, Texas Tax Code

12234 TAC PL.1, CH.3, Subchapter B, Rule 3.14
123
Sec.201.058, Texas Tax Code
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Oil Production and Regulation Taxes

Oil Production Tax Facts

Qil Production Oil Regulation
Date Enacted 1905 1917
Rate When Enacted 1% of value 1/20 of 1% of vaue
Current Rate 4.6% crude oil produced in | 3/16 of one cent per barrel of

Sate crude oil produced in the state

Last Changed 1951 1935
2001 Net Revenue $ 442 Million $ 658 Thousand
2002 Net Revenue $ 338 Million $ 804 Thousand
2001 Edtimated $96 Million $3.5 Million
Average Revenue Per

* Each of the 4.6 pennies that make up the current oil production tax rate produced an average of $96 millionin
revenuein fiscal 2001. It isimportant to note, however, that as the rate is changed, each additional penny produces
less revenue than the preceding penny generates.

Oil Production Tax

The oil production tax was enacted in 1905 at 1 percent. With the exception of 1907 when the tax
was reduced to .05%, the rate has been increased seven times to 4.6% in 1951. Production from oil
wells that were previoudy inactive for a least two years are exempt from the oil production tax.
Revenues generated are alocated to the Foundation School Fund (25%) and the General Revenue
Fund.*?* If any year the revenue exceeds $531.9 million (the dollar amount from the tax in fiscal year
1987), 75% of such excessis dlocable to the economic stabilization fund. The tax revenue has only
exceeded the threshold one time, in 1992.

All revenue generated is alocated to the Genera Revenue Fund.?® Excess ail tax revenues are
trandferred into the Economic Stabilization Fund aso known as the “Rainy Day” fund a the end of the
biennium.*? Thiswill be discussed in further detail in the next section

124Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, May 2002,p. 92
125Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, p. 93
12E’Texas Comptroller of Public Accounts, Fiscal Notes, January 1999
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Oil Production is Subject to Oil Regulation Tax

The ail regulation tax was enacted in 1917 at ¥z percent of 1 percent vaue. Since its enactment, the
rate and base has changed three times. The current rate is 3/16 of one cent per barrel of crude ol
produced in the state.

Revenues from the ail regulation tax are dlocable to the Generd Revenue fund to be used for
adminigration of state oil and gas conservation laws.

(in thousands)

Texas Oil Production & Regulation Tax Collections
1986-2002
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Texas Oil Production & Regulation Tax Collections 1986-2002

* Note: Graph does not include revenue clean up fees.

99




Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

100



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Exceptionsto Base or Rate of the Oil Production Tax

1.

Enhanced Recovery Project: Oil production from an enhanced recovery project and the
incrementd oil production from an expanded enhanced recovery project is eigible for a reduced
tax rate of 2.3% for a period of ten years.*’

Previoudly Inactive Wells: Qil production from wells that have been inactive for at least 2 years
are exempt for 10 years after resumption of production.*?® In FY 2000, 1.6% of reported
production was from exempt previoudy inactive wells.

Benefit of Government Subdivisions: Roydty Interests in the vaue of production owned by
municipdities, counties, school didtricts, public colleges and universities, and the federad
government are exempt.1?

Incremental Production Techniques: A tax credit for incrementa production techniques equd
to 50% reduction in tax for a period of five years was enacted in 1997. Quaifying incrementa
productions must have occurred after September 1997 and before December 31, 1998.1%°

TERRA: Qil production from wells subject to a Texas Experimental Research and Recovery
Activity (TERRA).**! No wells have ever been entered into the TERRA program.

Temporary Severance Tax Relief: Temporary severance tax relief was granted to leases with
an average daily production of 15 barrels per well or less during October, November, and
December of 1998. The exemption was scheduled to end in September of 1999 or the date when
the cumulaive vaue of exemptions equaed $45 million. The actud exemption occurred during the
production months of February, March and April of 1999.

Co-Production: Co-Production projects aso receive 50% exemptions.

1271 exas Tax Code, Section 202.054

1287 exas Tax Code, Section 202.056
129 TAC PT.1, CH.3, Subchapter C, Rule 3.34
1307 exas Tax Code, Section 202.057
1317 exas Tax Code, Section 202.059
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Severance Taxes and the Economic Stabilization Fund

In 1988, votersratified the “Rainy Day” fund and the Legidature approved the transfer of excess
natura gas and ail production tax revenues into the fund a the end of the biennium. 32

Adjustments must be made each year for natural gas taxes, however, to alow for speed-up provisons
in state law. The state recaives 13 months of natura gas tax in odd-numbered years and 11 months
worth in even-numbered years. With this adjustment, the base for the naturd gas tax is nearly $600
million. State law requires the Comptroller to transfer revenue from the natural gas tax within 90 days
after the end of the fiscal year™3.

In 2001, natura gas prices were extraordinarily high which boosted tax revenue significantly and
triggered an unusudly large transfer into the fund.

Methods of Funding the Economic Stabilization Fund
There are four basic ways to put the money into this fund:

1. Fund Badances- At the end of each biennium, fifty percent of al undedicated and
unencumbered balances are deposited into the fund.

2. Oil Tax Revenue - If this revenue exceeds the cap of $531.9 million set in 1987, the  Comptroller
deposits 75% of the amount above the cap into the fund.***

3. Naturd Gas Tax Revenue - If this revenue exceeds the cap of $599.8 million set in 1987, the
Comptroller deposits 75% of the amount above the cap into the fund.**®

4. Appropriaions - Money can be gppropriated to the fund by the Legidature.

12T exas Comptroller of Public Accounts, Fiscal Notes, January 1999.
133 pid

134 |bid

135 | big
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M ethods of Accessing this Fund*®
There aretwo ways to access the money in this account:

1. A 3/5thsvotein both houses to remedy a deficit or if the Comptroller forecasts adeclinein
revenues for abiennium.

2. A 2/3rdsvotein both houses if there is no deficit or decline in revenues projected for a biennium.

Note: Thereisacap on the balance of the fund; it cannot exceed 10% of GR income for the previous
biennium.

Past Expenditures

The Legidature has gppropriated (by a 2/3rds vote) from the fund twice. Thefirgt time was the 72nd
Legidature for $29 million and the second was the 73rd Legidature for $198 million.

Revenue
Due to the spike in natural gas pricesin the last few years, the Comptroller of Public Accounts

projects the Economic Stabilization Fund is projected will have $1.1 billionin it at the end of FY
2003.

136Comptroller of Public Accounts, Fiscal Notes, 1999. Available at

http://www.window.state.tx.us/comptrol/fnotes/fn9901/fna.html#rainy
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I nsurance Premium Taxes

InsurancePremium Tax Facts
Foreign Life, TexasLife, Domedtic Foreign .U nauthorized,
) . ) independently
Accident, and| Accident, and | Property and | Property and Title
Heaith Hegith Casudlty Casudlty procured, and
surpluslines
Date Enacted 1907 1936 1907 1907 1985
RateWhen Enacted 051.030% 0506 2% 2% 1.1/1.825%
Current Rate 175% L% 160% 135% 485%
Last Changed 1989 1989 1999 1999 1999 1989 and 1993
2001 Net Revenues $716.2Million
2002 Net Revenues $9204 Million
Each 1% of FY 2001 -
Revenue Equals $7.2 Million

* Revenue estimate based on 2001 Net Revenue. This addresses only the insurance premium tax; the maintenance
tax not included. It isimportant to note, however, that as the rates are changed, each incremental increase produces
less revenue than the preceding increment generates.

Overview

The insurance premium tax is Texas oldest business tax dating back to 1862 and predating the Texas
franchise tax by 50 years. Before 1907, insurance companies were assessed a flat $50 annua tax. ™’

In 1907, the “Robertson Law” was introduced. This law based rates off of atiered rate Sructure
based on grass premiums and the proportion of the insurer’ sinvestment in the state. Despite many
subsequent rate changes, insurance premium taxes were based on these principles until 1989. In 1989,
the Legidature adopted aflat tax rate of 1.75% of gross premiums. Fat tax rates for property and
casudty and title insurance were enacted in 1999.

137Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, p. 149
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The insurance tax varies with the type of insurance provided:

1. Lifeand hedth insurance: the life, hedlth, and accident insurance and HMO tax rate is 1.75% of
gross premiums receipts. For life insurance premiums and HMO receipts, a haf-rate appliesto the
first $450,000 in premiums or receipts.'*®

2. Property and Casudty Insurance: The tax rateisleveraged a 1.6% of gross premiums.**®
3. TitleInsurance: Thetax Rates for title insurance is 1.35% of gross premiums.'4°

4. Other types of Insurance Tax Rates.
a.  Unauthorized Insurance Premium Rate: 4.85% of gross premiums charged.
b. SurplusLines Insurance Rate: 4.85% of gross premiums charged.
c. Independently Procured Rate: 4.85% of gross premiums charged.*#

Revenues generated from insurance premium taxes are alocated to the Foundation School Fund
(25%) and the Generd Revenue Fund (75%).14? Exemptions to the premium tax are
Medicare/Medicaid premiums and public employee group coverage.

138 Texas Insurance Code, Article 4.11

139 Texas Insurance Code, Article 4.10

140 Texas Insurance Code, Article 9.59

141 Texas Insurance Code, Article 1.14-2 and Title 2, Section 101.251 and 101.252

142 Texas Insurance Code, Article 1.31 A
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Texas Insurance Premium Tax Collections Over Time (1986-2002)

(in thousands)
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Cigarette and Tobacco Taxes

Cigaretteand Tobacco Tax Facts
Cigarettes Tax Cigar and Tobacco Products Tax
Date Enacted 1935 1959
(prior to 1959, taxed under the cigarette tax)
Rate When Enacted $0.03/pack of 20 $0.01/10 smadll cigars,
$7.50/2000 on large cigars not more than 3.3
cents each (retail price),
$15.00/2000 large cigars over 3.3 cents each
(retail price)
Current Rate $0.41/conventiona pack of 20 Cigar weight varies with weight per 1,000,
cigarettes constituents, and price: from $0.01 per 10
cigarsfor weight under 3 Ibs. to $15 per
1000 cigarsfor weight over 31bs;
chewing/smoking tobacco and snuff: 35.213
percent of factory price.
Last Changed 1990 1990
2001 Net Revenue $543.7 Million $40.9 Million
2002 Net Revenue $472.8 Million $67.3 Million
2004-05 revenue generated from a
4Q°A> tax on the manufacturer'slist 300 million
priceto all tobacco products,
including cigarettes,
2004-05 Estimated Revenue Generated $197 Million NA
from a$0.10 Per Pack Increase.
Estimated Revenue Generated from a $1.5hillion NA
$1 increasein the per pack tax.

Overview

A tax isimposed when a digtributor receives cigarettes for the purpose of making afirst sdein Texas.
A stamp must be affixed to each package within 96 hours of receipt. This slamp is evidence that the

sate tax has been paid.

The Texas cigarette tax was first enacted in 1931 at 3 cents per pack. Therate as of 1950 was 4
cents. The tax increased in 1955 to 5 cents. From 1955 to 2002 it was increased nine times.**
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Taxeson Tobacco Products

In 1959, Texas and 6 other states ( HI, M1, NY, SC, VT, WA) joined 11 states ( AL, AZ, GA, LA,
MN, MS, NH, ND, OK, SC, TN) in taxing both cigarettes and other tobacco products.!* As of
January 1, 2002, Texas taxes other tobacco products as follows*

A tax isimposed on cigars and tobacco products when a permit holder receives them for the purpose
of making afirg sdein this dae.

The tax on cigarsis based on weight per 1,000 and the retail selling price.

1 Cigars weighing not more than 3 pounds per 1,000: 1 cent for each 10 cigars

2. Cigars weighing more than 3 pounds per 1,000 and retailing for not more than 3.3 cents each:
$7.50 per 1,000.

3. Cigars with afactory price over 3.3 cents each without non-tobacco ingredients, per 1,000
Cigars.

4, Cigars of al description weighing more than 3 pounds per 1,000 and retailing for over 3.3
cents each, containing no substantial amount of non-tobacco ingredients: $15.00 per 1,000.

5. Chewing, pipe or smoking tobacco, and snuff: 35.213% of the manufacturer’slist price
exclusve of any trade discount, specid discount, or dedl.

Cigarette Tobacco Tax Exemptions

Exemptions include the importation from other states of up to 200 cigarettes, sdesto Indian triba
facilities and sdesto dl federd inditutions.

Revenue collected from Texas Tobacco Taxes as of Fiscal Year Ending June 30, 20014

Cigarettes Taxes $ 495,713,837 $ 480,842,422
Other Tobacco Taxes $ 55,551,335 $ 55,551,335
Total Cigarette and Other Tobacco $ 551, 265,172 $ 536,393,757
Taxes

The percentage of total tobacco taxes from cigarettes was 89.9% while the percentage of total

144The Tax Burden On Tobacco, Historical Compilation Volume 36, 2001, p.41.
14‘E’The Tax Burden On Tobacco, Historical Compilation Volume 36, 2001, p.83.

146The Tax Burden On Tobacco, Historical Compilation Volume 36, 2001, p.82.
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tobacco taxes from other tobacco products was 10.1%.

Texas Cigarette & Tobacco Tax Collections T
1986-2002
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Texas Historical Cigarette Tax Data'’

147Section 201 of the Texas Tax Code exempts Casinghead gas previoudy vented/flared for 12

Months or More The Tax Burden On Tobacco, Historical Compilation Volume 36, 2001, p272
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Tax Rate Year Gross State Net State State tax-paid Per Average State & Federal

Cigarette Cigarettes cigarette Capita Retail Cigar ette taxes

Taxes (in Taxes (in sales sales Price as a percentage

thousands of thousands of (millions of (packs) Cents of retail price
dollars) dollars) packs) Millions

$0.04 1955 36,016 34,936 900.4 109.3 22.3 53.8
$0.05 1956 43,329 42,029 866.6 101.3 247 52.6
$0.08 1960 74,556 72,815 995.5 105.3 28.7 55.8
$0.11 1966 125,156 122,214 1,120.0 106.1 33.8 56.2
$0.155 1970 169,554 165,739 1,190.2 106.4 40.4 58.2
$0.185 1972 226,504 220,649 1,244 108.6 46.9 56.5
$0.195 1985 360,500 347,500 1,873.3 115.9 102.1 34.8
$0.205 1986 373,507 358,783 1,845.9 113.7 105..5 34.6
$0.26 1988 399,060 384,281 1,630.1 96.5 128.0 32.8
$0.41 1991 552,917 542,829 1,363.8 79.4 173.6 32.8
$0.41 2001 495,714 480,842 1,294.7 62.1 311.2 24.1

National Cigarette Tax Increasesin 2002

In FY 2002, a number of statesincreased cigarette taxes.

18| nformation Compiled by Federation of Tax Administrators from various sources. And from State Tax
Notes, CCH, Federation of Tax Administrators, and Tax Foundation, December 1,2002.
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Like many dtates the 78th Texas Legidature will be presented with the option of examining the various
taxes imposed on cigarettes and tobacco products.

Cigarette Tax | ncreasssin 2002

Tax | NewTax | %Tax | Effedtive Comment
Increase | RatePack | Increase|  Date
Per Pack| o 20 |Pa Pack

Arizona $ 0680|$ 118| 103% |11/26/2002| Proposition 303 passed by voterson November 2002 bdlot
Connecicut [$ O06L($ 111 | 120 | 4/32002 |Passed by Legidature signed by Governor
Hawaii $ 00|$ 10| 2% | 1012002 |Firg of threesepincrease. Approved by Legidature; sgned by Governor.
lllinois $ 040|$ 08| 6 | 71/2002 |Passed by Legidature Sgned by Governor
Indiana $ 040|$ 06| 258% | 7/1/2002 |Passed by Legidature Sgned by Governor
Kansas $ 046|$ 00| 19% | 712002 |Approved by Legidature signed by Governor
Louisana $ 012|$ 06| 5 | 7/1/2002 |Sgned by Governor
Maryland $ 0A|$ 10| 5% | 612002 |Approved by Legidature signed by Governor
Massachusetts|[$ O75($ 151 | 9% | 7/252002 [ Passed House + Senate; vetoed by Governar; Veto Overriden
Michigen $ 00[$ 15| 6P | 812002 |Passed by Legidature signed by Governor
Nebraska $ 0D[($ 064 8% | 101/2002 [Raereturnsto 34 cents 10/1/04
New Jersey $ 0O|($ 15| 8% | 7/1/2002 |Passed by Legidature sgned by Governor
New Yok $ 0PV[($ 150 I | 432002 |Passed by Legidature signed by Governor
Ohio $ 03L|$ 05| 12 | 7/1/2002 |Passed by Legidature signed by Governor
Penngylvenia |$ 069|$ 100 223% | 7/152002 | Pessed by Legidature; signed by Governor
Rhodeldand |[$ 03($ 13| 3% | 7/1/2002 |Approved by Legidaure; vetoed by Governor; veto Overridden
Tennessee $ 007|$ 00| 5P | 7152002 |Passed by Legidature sgned by Governor
Utah $ 018($ 06%6| I 562002
Vamont $ 049|$ 08| M% | 712002 |Sgnedby Governor
Washington [$ 060[$ 1425| 7300% | 1/1/2002 |Referendum approved by voters
U.S. Median $048 10117202
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Estimated Revenue Gains for Possible Changesin Texas Tobacco Tax for FY 04-05*4°

Shown below are additiond specific 2004-05 revenue estimates that were requested by members of
the Senate Finance Committee regarding tobacco taxes. Theintent of this section isto look at the
amount of revenue that could be redized through various changes and in no way represents an
endorsement of any of the specific methods by the Senate Finance Committee or its individud
members. Each estimate assumes the tax change would take effect in September 2004 and that each
would be subject to tax planning structure smilar to those in use for the OTP tax.

1. Imposing acigar tax at the rate of "other tobacco products’ (OTP) tax of 35.213 percent of
the manufacturer's list price would raise $19 million.

2. Imposing on al tobacco products other than cigarettes, atax of 40 percent of the
manufacturer's list price would raise $26 million.

3. Imposing on al tobacco products, including cigarettes, atax of 35.213 percent of the
manufacturer's list price would raise $248 million.

4, Imposing on al tobacco products, including cigarettes, atax of 40 percent of the
manufacturer's list price would raise $300 million.

When discussing the issue of tobacco taxes, a prevaent question is, what has the state done with the
proceeds of the tobacco settlement?

149 exas Comptroller of Public Accounts, September 2002.
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Tobacco Settlement Funds

In November 1998, 46 states signed alandmark $246 hillion Magter Settlement Agreement with the
tobacco industry (Florida, Minnesota, Mississppi and Texas settled separately). Texas historic
agreement with the tobacco industry compensated the state for funds expended treating tobacco
related illnesses. Per the terms of the agreement, the state is scheduled to receive over $15 hillion from
the tobacco industry during the next 25 years. The settlement agreement does not redtrict the state's
use of the funds.

In addition to the tobacco settlement funds being deposited for the benefit of the state, an additional
$2.275 hillion will be sat asde for palitica subdivisionsin the state. For purposes of the agreement,
the term political subdivisons means "dl hospitd didricts, other locd politicd subdivisons owning and
maintaining public hospita's, and counties of the State of Texas respongible for providing indigent
hedlth care to the generd public." These additiond sums derive from the "Most Favored Nation”
clause in the Texas settlement, which alows Texas to benefit from any subsequent agreement between
the tobacco industry and the states that has terms more advantageous than those contained in the
origind settlement.

Based upon amemorandum of understanding between the state and representatives of the politica
subdivisons, tobacco industry payments destined for the politica subdivisons are alocated to two
fund pools. Thefirg, alump sum trust account, received its first $300 million ingtalment in January
1999. Another $150 million was received both in fiscal year 2000 and 2001. The first $300 million of
county funds was distributed to the political subdivisonsin January 1999, on a per capitabass.

The two remaining lump sum payments were distributed to the politica subdivisons based upon their
"tota unreimbursed hedlth care expenditures for providing hedth care services to the generd public for
the clendar year immediately preceding the year of the lump sum distribution....">* The Texas
Department of Hedlth gathered data and determined the amount to be paid to each palitical
subdivison.

An additiond $1.825 hillion (before adjustments) for the politica subdivisonswill be deposited over
the afour year period to the second fund pool, a permanent trust account. The last ingtdlment will be
paid in January 2003. The funds will be invested and the earnings from the permanent trust account
will be distributed annualy to the politica subdivisons™!

150 See Agreement Regarding Disposition of Settlement Proceeds, Paragraph 5(B), The Sate of Texasv
American Tobacco Company, et a., No. 5-96CV-91 (filed July 24, 1998).

151Tobacco Settlement Funds, Texas Government Accounting Information- Volume 8, Number 4 - April
1999
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Tobacco Settlement Incomefor Five Y ears?®?

Texas Tobacco Settlement Funds 1999-2003

Tobacco Settlement Funds
Fiscal Y ear (in thousands)
1999 1.097 Million
2000 295.2 Million
2001 379.4 Million
2002 493.6 Million
2003 Estimated 523.0 Million

How Other States Are Using Tobacco Settlement Funds

Although most sates have put at least a portion of their settlement dollars toward tobacco control and
other hedlth programs, the levels have been far below what the Center for Disease Control and
Prevention (CDC) put forward in 1999 in a set of Best Practices that offers steps and recommended
funding levels for implementing a comprehensive nine-part smoking prevention program.*>® The State
of Texas funded prevention programs in the FY 2002-03 biennium at $10 million per year.

Five states-Arizona, Maine, Massachusetts, Minnesota and Missssppi- are funding the prevention
programs a the recommended minimum level.*>* However, hedlth care programs continue to consume
alarge share of settlement revenue. Over the last two years, ates have spent $1 billion in settlement
funds on smoking prevention programs and more than $8 billion on other care services™ The State
of Texas has spent dl of its settlement money on hedthcare issues, primarily the Children’s Hedlth

| nsurance Program (CHIP).

As of June 2002, 15 states-Arizona, Cdlifornia, Idaho, Indiana, Kentucky, Maine, Michigan,
Minnesota, Mississippi, Missouri, New Jersey, Ohio, Rhode Idand and Washington, and the Didtrict
of Columbia-have tapped into tobacco funds to balance their FY 2003 budgets.**®

152Texas Comptroller of Public Accounts, 9/02

158gtate Health Notes, Filling Budget Holes: Tobacco Settlement Offers States a Tempting Sour ce of

Revenue, June 17, 2002

154NCSL, Sate Management and Allocation of Tobacco Settlement Revenue 1999 to 2001, August 2002

15gtate Health Notes, Filling Budget Holes: Tobacco Settlement Offers States a Tempting Sour ce of
Revenue, June 17, 2002
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Alcoholic Beverage Taxes

Alcoholic Beverage Tax Facts
Beer Liquor Malt Liquor Wine Mixed [Airline/Pas
Beverage senger
Train
Beverage
Tax
Date 1935 1935 1935 1935 1971 1969
Enacted
RateWhen | $1.24/barrel | $0.80/gallon | $0.15/gallon 14% or less Alcohol- 10% $0.05 per
Enacted $0.02/gallon; greater than serving of
14%, but not more than an acoholic
24%-$0.50/gdllon; grester beverage
then 24% a cohol -
$0.5/gallon; Sparkling wine
$0.25/gallon
Current Rate| $6.00/31 | $2.40/gallon | 0.198/gallon 14% or less Alcohol- 14% of $0.05 per
gdlon barre $0.204/gallon; greater than gross serving of
14% - $0.408/gallon; receipts | anacoholic
Sparkling wine beverage
$0.516/gallon
Last 1984 1984 1984 1984 1990 1993
Changed (Limousine
services
excluded)
2001 Net $101 Million | $47.8 Million| $4.7 Million $6.6 Million $380.6 $609
Revenues Million | Thousand
2002 Net $102 Million | $49 Million | $4.5 Million $6.9 Million $396.8 $443
Revenues Million | Thousand
2001 $5.2 Million* $199 $237 $324 Thousand $27 N/A
Revenue Per Thousand Thousand Million**
Penny-
Gallon or
Penny of
Gross
Receipts
2004-05 10% 10% 10% 10% NA NA
Revenue $21 million | $7.5million | $1.2 million $1.2 million

* Each of the 19.35 pennies that make up the current beer-per-gallon tax rate produced an average of $5 millionin
revenuein fiscal 2001. It isimportant to note, however, that as the rate is changed, each additional penny produces
less revenue than the preceding penny generates.

* *Each of the 14 pennies that make up the current mixed beverage tax rate produced an average of $27 millionin
revenuein fiscal 2001. It isimportant to note, however, that as the rate is changed, each additional penny produces
less revenue than the preceding penny generates. Also, local governments receive 21.4% of the revenue--divided
evenly between counties and, as appropriate, cities.
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Overview

In 2002, the Alcoholic Beverage Tax collections were gpproximatdy $560 million. In Texas, the
acoholic beverage tax includes separate taxes on liquor, beer, wine, de, mixed beverages, and
arline/passenger train beverages.

Beer Tax

The beer tax was enacted in 1935 at $1.24 per barrel. Since 1935, the beer tax rate has changed 6
times. Today, thetax islevied at $6.00 per 31 gdlon barrdl. Totd net collectionsfor FY 2001 were
$101 million, with 100% of the money being dlocated to the Generd Revenue Fund.™’ federal
military facility sdes are exempted from the beer tax.

Liquor Tax

The liquor tax was enacted in 1935 at $0.80 per galon. Since its enactment, the liquor tax rate and
base has changed seven times. Today, the state liquor tax is $2.40 per galon. Exemptions to the liquor
tax are to federd military facility sdes. All revenues from thistax are dlocated to the Generd Revenue
Fund.*%®

Malt Liquor (Ale) Tax

The mat liquor tax was enacted in 1935 at $0.15 per gdlon. Since its enactment, the rate and base
has changed twice. The first increase occurred in 1951 to $0.165 per galon, the second in 1984 to its
current rate of $0.198 per gallon.**® Exempted from thistax are sdesto federd military facilities. All
revenue generated from the malt liquor tax is alocated to Generd Revenue Fund.

Mixed Beverage Tax

The mixed beverage tax was enacted in 1971 at 10 percent. Since its enactment, the rate and base
has changed twice. Thefirst increase to thistax occurred in 1984 to 12 percent, the second increase
occurred in 1990 to its current level of 14% of gross receipts. There are no exemptions for the mixed
beverage tax.

157Texas Comptroller of Public Accounts, Texas Alcoholic Beverage Commission, 2002.

158Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, May 2002, p. 77

159Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, May 2002, p. 79
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Revenues generated from the mixed beverage tax are alocated to the Generd Revenue Fund:
1 10.7143 percent dedicated for rebates to counties

2. 10.7143 percent dedicated for rebates to cities

3. Undedicated Genera Revenue-balance'®

Airline/Passenger Train Beverage Tax

The airline/passenger beverage tax was enacted in 1969 at $0.05 per serving. Since its enactment, the
rate has not changed, yet the base has changed three times. The first base change occurred in 1985
when passenger train service was included. The second change occurred in 1987 with the addition of
limousine services. Limousine services were then excluded in 1993. There are no exemptionsto this
tax and al revenue generated from the airline/passenger train beverage tax is dlocated to Generd
Revenue Fund. '

Texas Alcoholic Beverage Tax Collections Over Time (1986-2002)

160Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, May 2002, p. 81.

161Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, May 2002, p. 47.
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What Other States Have Done

Given current state budget difficulties, the following states have chosen to raise the tax on dcohal in
the following ways

1.

Tennessee raised the tax rate on beer, wine, and distilled spirits by 10 percent across the
board .

Alaska enacted the “dime a drink” tax, tripling the rate on beer from 35 cents abarrd to
$1.07.162

Texas Alcoholic Beverage Tax Collections
1986-2002

(in thousands)
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®2Governing Magazine, Taxing Smoke and Beers, September 2002.
118



Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Inheritance Tax

Inheritance Tax Facts
Date Enacted 1923
Rate When Enacted 2% to 12%, based on the relationship of the
beneficiaries and the amount of exemptions
Current Rate Tax equivalent to the federal credit for state
inheritance tax imposed on the transfer of
property at death
Last Changed 2001-2002
2001 State Net Revenue $334.2 Million
2002 State Net Revenue $334.2 Million
Estimated Revenue Per Penny
Increase from Decoupling N/A

Note: Theinheritance tax is being phased out by fiscal 2006 under federal law (HR 1836). The last date of death for
which any state tax will belevied is Dec 31, 2004. The last year that federal tax would be collected is for deaths
occurring in 20009.

Overview

The inheritance tax was enacted in 1923 at 2 percent to 12 percent, based on the relationship of
beneficiaries and the amount of exemptions. In the late 1970s, the Legidature revised the laws
governing the inheritance tax to establish a $200,000 estate exemption that gradualy increased to
$300,000 by 1985. Subsequent legidation in 1981 revamped the tax as a*“piggy-back” on the federa
estate tax. '3

In fiscd 1999, collections surpassed $256 million. Today, the state tax is equivaent to the federa
credit for state inheritance tax imposed on the transfer of property at deeth. The Federd inheritance
tax isimposed on an estate with assetsin excess of $1 million for deathsin caendar year 2002.1%

The 107th U.S. Congress (2001-2002) passed H.R. 1836, which will gradudly diminate the federa
edtate tax by calendar 2010 and the State inheritance tax by fiscal 2006. This legidation gradudly
increases the federd estate value exemption and decreases the tax rates, thereby eliminating the state
death tax credit by fisca 2006 or caendar 2005.

163Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, p. 21

164Texas Comptroller of Public Accounts, Sources of Revenue Growth 1972-2001, p. 71
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More specificdly the phase out is accomplished in three ways.
1. The unified credit againg the tax—basicdly an excluson amount—is increased to $1 million in
caendar 2002 and to $1.5 million in 2004. It becomes $2 million in 2006 and $3.5 million in

2009.
2. The maximum federd tax rateis gradualy decreased.
3. The amount states can “pick up” under their taxes is reduced.

Unlessthe federa provisons are extended, the state and federal taxes would be reingtated in 2011.

In fiscal year 2002, the ate inheritance tax generated $322.5 miillion, al of which was dlocated to the
Generad Revenue Fund. The gradud phase out of the tax will incrementally decrease the revenue
estimate each year until 2010. Because of this change, many states arelooking for aternative revenue
sources to make up for the loss of revenue.

Texas Inheritance Tax Collections Over Time (1986-2002)

Texas Inheritance Tax Collections
1986-2002
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As one can see from the graph above, the inheritance tax represents a significant amount of revenue.
Thisissue has dso affected other sates who have dedt with the issuesin avariety of ways as shownin
the next section.
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How Other States“Levy” Death Tax

This discusson addresses how other states have levied the inheritance tax prior to the passage of H.R.
1836 (107th Congress), which gradudly phases out and will completely diminate the Sate inheritance
tax by fiscal 2006. The trend in Sate death taxes has clearly moved in the direction of iminating
traditiond taxes and imposing only pick-up taxes.'®

Trend in State Death Taxes
Typeof Tax Number of States | mposing Respective Tax
1989 1999
Inheritance Tax 18 states 14 states
Estate Tax 8 states 4 states
Solely "pick-up" tax| 25 states& District of | 34 states & District
Columbia of Columbia

Inheritance Tax: Inheritance taxes are the oldest and most common form of degth taxes and are
typicaly levied a graduated rates based upon the amount of the bequest and upon the relationship
between the deceased and the beneficiary.

Estate Tax: Generdly, edtate taxes are levied at graduated rates based upon the value of the edtate.
The rates generdly are imposed on the estate as a whole and do not vary based upon the reationship
of the beneficiary to the donor.

Pick-up Tax: A pick-up tax isavariation of the estate tax based on an important link between federal
and state degth taxes. Federa statutes dlow taxpayersto clam acredit against Sate taxes paid up to
certain amounts that depend on the estate's total value. In effect, this dlows saesto levy atax and
"pick-up" estate taxes that would be levied by the federd government anyway. This tax does not
increase the totd liability for the heirs since the Sate is redizing a portion of the federd etate tax
revenue. As aresult, dl statesimpaose a pick-up tax up to the dlowable federa credit.

Gift Tax: A gift tax isalevy on wedth given by living donors. The rates imposed and the exemptions
alowed under gift tax Satutes are smilar to rates and exemptions under the inheritance tax. Donors,
rather than recipients, are liable for gift taxes.

165gtate Death Taxes, Fiscal Affairs, April 1999. Available at

http://www.ncsl .org/programs/fiscal/deathtax.htm
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Prior to H.R.1836

Since 1989, Delaware, Kansas, Louisana (phasing-out over six years), Michigan, North Carolinaand
Wisconsin have repedled their inheritance taxes. lowa and Kentucky eiminated the tax on lined
descendants, and Ohio and Pennsylvania exempted surviving spouses. Thirteen states now impose an
inheritance tax, including Louisiana where the tax will be totally phased out by 2002.

Only Mississppi, New Y ork, Ohio and Oklahoma have estate taxes in addition to the pick-up tax.
Since 1989, Rhode Idand, Massachusetts and South Carolina have diminated estate taxes. In 1997,
New Y ork began reducing estate taxes by gradualy increasing the estate tax deduction to $250,000
for aprimary residence.

A decline in the use of gift taxes also has occurred in recent years. In 1980, 14 states levied gift taxes;
in 1989, that number had dropped to seven; and by the end of 1998, only five states (Connecticui,
Louisana, New Y ork, North Carolina and Tennessee) imposed gift taxes. New Y ork reduced gift
taxesin 1997 with afull repeal that took place on January 1, 2000.

State policymakers have lowered death taxesin four ways.

1 Eliminated them dtogether soldly in favor of a pick-up tax;
2. Increased exemptions or credits;

3. Decreased rates; or

4 Exempted certain classes of beneficiaries (e.g., Soouses).

Statesthat levy a death tax in addition to the pick-up tax often combine aternatives when reducing the
burden. While dl states have not cut deeth taxes, providing full exemptions for spouses gradudly has
become a more common fegture. Of the 14 Satesimposing an inheritance tax, al exempt transfersto
spouses. Oklahoma and Ohio exempt inter-spousal transfers under the edtate tax. Of the Six states that
levy agift tax, Louisiana, New Y ork and North Carolina exempt transfers to spouses.’®®

166gtate Death Taxes, Fiscal Affairs, April 1999. Available at

http://www.ncsl.ora/programs/fiscal/deathtax.htm,
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Death Taxes By State %’

Death Taxesby Typeand State
State Inheritance [Estate & |Pick-up |Gift [State Inheritance |Estate & [Pick-up |Gift
& pick-up |pick-up [only & pick-up |pick-up [only
Connecticut X X |Georgia X
Maine X Kentucky X
M assachusetts X Louisiana X X
New Hampshire X Missi ssi ppi X
Rhode Island X North X X
Carolina
Vermont X South X
Carolina
Delaware X Tennessee X X
Maryland X Virginia X
New Jersey X West X
Virginia
New York X X_|Arizona X
Pennsylvania X New Mexico X
Illinois X Oklahoma X
Indiana X Texas X
Michigan X Colorado X
Ohio X Idaho X
Wisconsin X Montana X
lowa X Utah X
Kansas X Wyoming X
Minnesota X Alaska X
Missouri X California X
Nebraska X Hawaii X
North Dakota X Nevada X
South Dakota X Oregon X
Alabama X Washington X
Arkansas X District of X
Columbia
Florida X Puerto Rico X*

*Resident of Puerto Rico are not subject to the Federal Estate Tax, therefore, no pickup tax islevied.
The Future of State Death Taxes Post H.R. 1836

While more and more states have abandoned traditiond death taxesin favor of the pick-up tax, many
states were reluctant to eiminate degth taxes entirely because they provide a stable source of revenue.
Thisis particularly noteworthy in an aging society given the growing use of income and property tax
breaks provided to the elderly. However, the uncertainties surrounding federa tax reform and

167NCsL research based on data provided by the Commerce Clearing House, January 1999.
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reduction in federd aid levels have prompted states to seek out dl viable sources of revenue, and
death taxes would become a more significant source of revenue as the population ages.*®

Since the passage of H.R. 1836, many states have weighed their options to retain the large revenue
stream provided by this tax. One such option isto detach or “decouple’ the Sate inheritance tax from
the federa portion and create a stand-alone tax.

Decoupling from the Federal Estate Tax Cut

States can protect themsdves from thisimmediate and large revenue loss while the federd provisionis
in effect. States can choose not to conform to this federal change.®® “ Decoupling means protecting
their relevant parts of their tax code from the changesin the federa tax code, in most cases by
remaining linked to federd law asit existed prior to the change.”1"

What Various States are Doing about the Estate Tax

Sixteen gtates and the Digtrict of Columbia are currently decoupled and eleven sates have acted to
decouple from the federal changes. *™*

Mogt states can decouple through actions by the legidature.!’?

1. Seven dates enacted legidation linking their estate taxes to the federd edtate tax asin effect
before the 2001 tax hill.

2. Minnesota el ected not to change its estate tax to conform to Federa changes.
3. Maine decoupled for 2002.

4, Wisconsin decoupled through 2007.

168 hig

169Center on Budget and Policy Priorities, States Can Avoid Substantial Revenue Loss by Decoupling from
New Federal Tax Provision, 2002. Available at http://www.centeronbudaget.org/3-20-02sfp.htm

1Center on Budget and Policy Priorities, Many Sates are Decoupling from the Federal Estate Tax Cut,
October 2002. Available at http://www.cbpp.org/statecrisis.htm

" center on Budget and Policy Priorities, Many States are Decoupling from the Federal Estate Tax Cut,

October 2002. Available at http://www.cbpp.org/statecrisis.htm
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5.

Oregon passed |egidation that will freeze the estate tax at the 2001 level until 2005, a which
time the tax would be repeded.
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6. Nebraska decoupled by creating a separate state estate tax on estates that exceed $1 million
based on the federd law prior to the 2001 changes.

Oklahomaisthe only state that has no need to decouple. Its separate tax is designed in amanner that
avoids the revenue loss from the federd changes. Some of the problems states face when attempting
to decouple are asfollows:

1. Cdifornia- Decoupling would require a statewide referendum.

2. Alabama, Florida, Nevada- Condtitutiona provisions restricting the amount of estate tax levied
would have to be changed.*”

173 | bid
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Utility Taxes

Utilities Tax Facts
Public Utility Gross | Gas, Electric & Water Utility Tax| GasUtility Pipeline Tax

Receipts Assessment
Date Enacted 1975 1907 1920
Rate When 1/6 of 1% of gross 0.0% , 0.5%, and 1.0% for cities .025% of grossreceipts
Enacted receipts with populations listed below
Current Rate  |1/6 of 1% of gross Cities with population over 1,000 td 1/2 of 1% of grossincome
receipts 2,499 -0.581% of gross receipts (grossreceipts less the cost

of gas sold) of gas utilities

Cities with population over 2,500 ta
9,999 -1.07% of gross receipts
Citieswith population over 9,999 -
1.997% of gross receipts

L ast Changed N/A 195¢ 198¢
2001 Net $48.6 Million $284.6 Million $6.9 Million
Revenues
2002 Net
Revenues
Estimated
Average
Revenue Per $291.6 Million $142.5 Million $12.4 Million
Penny

I ncrease*
2004-05
revenue
generated
from a200% $510 Million
increase (of
current law
levels)

$43.8 Million $262.5 Million $4.8 Million

* Each of the 1.997 pennies--using the rate for cities with populations of 10,000 or more--that make up the current
G.E.&W. tax rate produced an average of $143 million in revenue in fiscal 2001. It isimportant to note, however, that
astherate is changed, each additional penny produces less revenue than the preceding penny generates.

Overview

Utility taxes in Texasinclude the Public Utility Gross Receipts Assessment, the Gas and Water Utility
Tax, and the Gas Utility Pipdine Tax.

The Public Utility Gross Receipts Tax
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The public utility gross receipts tax was enacted in 1945 at 1/6 of 1% of grossreceipts. Sinceits
enactment, the Public Utility Gross Recel pts Assessment has not had arate or base change. There are
no exemptions to this tax and the net collections are dlocated to the General Revenue Fund.

The Gas, Electric and Water Utility Tax

The Gas, Electric and Water Utility Tax was enacted in 1907 at 0.0% for cities with populations of
1,000 to 2,499, at 0.5% for cities with populations of 2,500 - 9,999 and at 1.0% for citieswith
populations over 9,999. Since its enactment, this tax has undergone four rate and base changes. There
are no exemptions to thistax and the net collections are alocated to the Foundation School Fund at
25% and to the Generd Revenue Fund at 75%.

The Gas Utility Tax
The Gas Utility Tax was enacted in 1920 at .25% of gross receipts. Since its enactment, thistax has

undergone one rate and base change. There are no exemptions to this tax and the net collections are
alocated to the Generd Revenue Fund.

Texas Utility Tax Collections Over Time (1986-2002)
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Hotel
Occupa Hotel and Motel Tax Facts
ncy |Date State Hotel Occupancy Tax Was
1959
Tax |Enacted
Rate When Enacted 3%
Current State Rate 6% of room rate paid by occupant
Last Changed 1987
2001 Net Revenue $246.8 Million
2002 Net Revenue $230.9 Million
Estimated Average Revenue Per Penny $41 Million
Increase*
- (V)
2004-05 revenue generated from a .25% $20.4 Million
Increase
Texas Utility Tax Collections
1986-2002
(|$r018|Y gggdc\
$350,000

$300,000 /—/
$250,000 /\// AN /\\./

$200000 Tre T

$150,000

$100,000

$50,000

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
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* Each of the 6 pennies that make up the current tax rate produced an average of $41 million in revenuein fiscal
2001. Itisimportant to note, however, that as the rate is changed, each additional penny produces less revenue

than the preceding penny generates.

Overview

The State Hotel Occupancy Tax was enacted in 1959 at 3% of the room rate paid by the occupant.
Since its enactment, it has undergone two rate and base changes. Currently the tax isimposed on a
person who pays for aroom or space in ahotel costing $2 or more each day. Federa employees,
long-term tenants and educational and religious organizations are exempt from the Hotel Occupancy

Tax.

Locd taxing authorities are dso authorized to impose an additiond locd hotel tax.}™

The county and city tax are collected by the local taxing authority.

L ocal Hotel Tax Facts

Counties Cities
Date Hotel Occupancy Tax 1981 1971
Was Enacted
Rate When Enacted 7% 7%
Current Rate (In addition to Not to exceed 7% | Not to exceed
state rate) (8% in special cases) 7% (9% in

special cases)

174Texas Comptroller of Public Accounts, Sources of Revenue Growth, 2002.
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Texas Hotel Occupancy Tax Collections
1986-2002

(in thousands)
$300,000

$250,000
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1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

91.67% of net collections are alocated to the Genera Revenue Fund and 8.33% to the Department
of Economic Development Account.1’

175 Texas Insurance Code, Section 156.251 (a)
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Property Tax

Texas Property Taxes 1evied
FY 2001 Tolal = $22.5 Billion*

Specal Disldel Levy
1.

Coaly Levy
"%

City Lavy
168%

HOTRCEE: 2900 Armmal Property Teax Report af s Cacpben’lss * Tax Vear 2000 Levy

Overview

The Texas Congtitution authorizes local governmentsto levy property taxes. Property taxes are levied
by counties, cities, school digtricts, and specid didtricts such as junior colleges, hospitds, rurd fire
districts, and flood control districts. School property taxes represent 59 percent of total property taxes
levied.}"®

There is no Sate property tax, nevertheless, property taxes levied by school digtricts are important to
the state because they help determine how much state General Revenue is sent to school didtrictsto
support public education.

It should be noted that the report submitted by the Joint Select Committee on Public School Finance
will focus on the specifics of property taxes while this report will provide a brief overview of property
taxes and address specific issues the Senate Finance Committee was asked to review.

176 Texas Comptroller of Public Accounts: Tax Exemptions and Tax incidences, A Report to the Governor
and 77th Legislature 2001. Available at http://www.cpa.state.tx.us/taxi nfo/incidence/school .html
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Types of School Property Tax Leviesin Texas

1. M&O: To cover maintenance and operating costs (M&O), and
2. 1&S: To pay interest and sinking fund (1&S) debt service for financing building programs.

In 1999, the statewide weighted average M& O tax rate was $1.3848 per $100 valuation, and the
|& S tax rate was $0.1560 per $100 vauation, for acombined statewide weighted average school tax
rate of $1.5408 per $100 val uation.

All red and tangible persond property, unless required or permitted to be exempt by the Congtitution,
must be taxed in proportion to its vaue.

State taxes and local school tax values have risen subgtantially over the past severd years. Local
school taxes have increased from about 1.8 percent to about 2.3 percent of persona income”” In
school year 1998-1999, loca property taxes provided about 42.7 percent of public school funding,
while the state’ s share was 39.2 percent. Other funding sources were the federad government, bond
proceeds, and other minor sources.”® In 2001, Texas school taxes increased more than 13 percent to
reach $15 billion, as reported to the Comptroller’s Property Tax Divison by 1,034 independent
school didtricts (ISDs). Texas business and residentia properties paid amost equa shares of the tota
amount of school taxes, with businesses paying $6.9 hillion and resdentid owners paying $7 billion.

Texas businesses paid dmost 46 percent of 2001 locd school taxes, about $694 million more than in
2000. Of dl business properties, only the utilities category experienced atax decrease of amost $15
million.*™®

1T exas Taxpayers and Research Association, Texas State Finances: The Current Picture, June 2002.

178 hig

1%Carole Keeton Rylander, Comptroller of Public Accounts, 2001. Available a
http://www.window.state.tx.us/taxinf o/proptax/stmt/stmt0205/
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School Property Tax Collections 2000 to 20011

% of % of | $ Change from

Property Category 2000 School Taxes |Total | 2001 School Taxes| Total 2000 to 2001
Residential Property
Single-Family Homes 5,349,052,288| 39.94 $6,168,813,110| 40.83 $819,760,822
Multi-Family Residential 734,426,870 5.48 $820,830,720] 5.43 $86,403,850
Residential Inventory 33,076,813] 0.25 $50,704,338] 0.34 $17,627,525
Subtotal, Residential $6,116,555,971| 45.67 $7,040,348,168| 46.6 $923,792,197
Acreage/l ots
Vacant Lots 362,911,605] 2.71 $402,009,276] 2.66 $39,097,671
Acreage 365,154,359 2.73 $375,830,689| 2.49 $10,676,330
Farm and Ranch
Improvements 227,718,402) 1.7 $263,443,317] 1.74 $35,724,915
Subtotal, Acreage/L ots $955,784,366| 7.14 $1,041,283,282| 6.89 $85,498,916
Business Properties
Commercial Real Estate 2,375,367,698] 17.73 $2,621,397,117] 17.35 $246,029,419
Commercial Personal 1,174,673,095] 8.77 $1,253,195,870] 8.29 $78,522,775
Industrial Real Estate 931,712,238] 6.96 $1,028,551,949] 6.81 $96,839,711
Industrial Personal 697,292,282] 5.21 $769,134,760] 5.09 $71,842,478
Oil & Gas 410,425,863| 3.06 $613,446,419] 4.06 $203,020,556
Utilities 618,892,126 4.62 $604,323,022 4 ($14,569,104)
Special Inventory 36,317,428] 0.27 $48,529,547| 0.32 $12,212,119
Subtotal, Business $6,244,680,730] 46.62 $6,938,578,684| 45.92 $693,897,954
Other Personal Property
Vehicles 4,333,528| 0.03 $3,261,345| 0.02 ($1,072,183)
Other Personal 72,669,446| 0.54 $85,293,599| 0.56 $12,624,153
Subtotal, Other Personal $77,002,974| 0.57 $88,554,944| 0.59 $11,551,970
Total $13,394,024,041] 100 $15,108,765,078] 100 $1,714,741,037

School Property Tax Exemptions

To receive mogt property tax exemptions, a person must file an gpplication with the county appraisa
digtrict that serves the taxing units in which the property islocated. If the property isin an areaserved
by more than one appraisa didrict, a person must file the gpplication in al affected gppraisd didtricts,
except for the resdence homestead exemption gpplication. The appraisal didtrict will gpply the
exemption, when granted, in each of the taxing units in which the particular exemption is alowed and
the property islocated. For residence homestead exemptions, the homeowner may apply in the county
gppraisd digrictsin which the property is located.

180 hig
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Property tax exemptions include:8!

©WooNOUAWNE

el o
agbrwOwNdPEO

16.
17.
18.
19.
20.
21.
22.
23.
24,
25.

Public property

Federd exemptions

Residence homestead

Persona property not used to produce income
Persond property income valued at less than $500
Minerd interest property vaued at less than $500
Family supplies

Farm products

Implements of farming, ranching and timber
Cemeteries

Charitable organizations

Y outh spiritua, menta, and physica development organizetions
Private schools

Disabled veterans

Miscellaneous exemptions

a Veteran's organizations

b. Federation of women'’s clubs

C. Congress of parents and teachers

d. Private enterprise demondtrations associations
e Bison, buffao, and cattle

f. Thester schools

o} Community service dubs

h. Medica center development

I Scientific research corporations

Higtoric or archaeologica Stes

Marine cargo containers

Freeport property-cotton stored in warehouse

Schooal tax celling

Solar and wind energy devices

Abatements

Nonprofit water supply or wastewater service corporation
Pollution control property

Certain water consarvation initiatives

Limitation on gppraised vaue of residence homestead (10% cap)

181Comptroller of Public Accounts, windows on State Government, 2001. Available at

http: /immw.wi ndow.state.tx.us/taxi nfo/ proptax/stmt/stmt0205/
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26. Productivity gppraisals for agriculturd and timberland
27.  Taxincrement financing

Estimated Cost Property Tax Exemptions

The estimated cogt of dl property tax exemptions for fiscal 2001 is $3.3 hillion. This number is

estimated
School Property Tax Exemptions todimbto
Tax Year* 2001 to 2006 $4.28
(in millions of dollars) billion by
Item 2001 | 2002 2003 2004 2005 2006 | fiscd year
Productivity valueloss [ $ 1,162 | $1,2320 [ $ 1,3065] $ 1,3855| $ 1,469.4| $1,558.3 2_006'
(Secs. 23.41, 2352, Listed
23.73 & 23.9803, Tax bdow are
Code) theten
Residence Homestead: | $ 9442 $ 9823 | $ 1,021.8| $ 1,0630| $ 1,1059( $1,150.4 property
State mandated t
$15,000 ax
Optional Homestead | $ 3062| $ 3300 | $ 3556| $ 3832 $ 4130| $ 4450| €xemption
Percentage swith the
65-and-over "tax $ 2889[$ 3064[S$ 3249|$ 3446[$ 3654]$ 3875| highest
free_ze" on homestead etimated
ResidenceHomestead: | $ 159.3[ $ 1657 [ $ 1724 $ 1793 $ 1865 $ 1941 o
State mandated 65-and- Costs.
over or disabled (Referto
$10,000 Appendix
Limitation on $ 1515|$ 1607 | $ 1704($ 180.7| $ 1916 Not | Jfor
appraised value of Available etimated
homestead (10% cap) f all
Freeport Property $ 1014]| S 1068| S 1126]|$ 1186] $ 1249]| $ 1316| COSISO
ResidenceHomestead: | $ 790 $ 847| % 909|$ 975| $ 1045|$ 112.1| property
Optional over-65 or tax
disabled exemption
Pollution control $ 403|$ 422|$ 441 % 462 $ 483 $ 506 sfrom
property
Disabled veterans $ 180|$ 190]$ 199|$ 209|s 220]|s 21| 2001
Tax Increment $ 22| $ 209|3$ 196|3% 1843 173|$ 163| through
Financing 2006).
Tax abatement $ 255($ 206[$ 166|$ 134[$ 109]$ 88
Solar and wind- $ 15(%$ 16|%$ 16| $ 16 $ 16[$ 16
powered energy
devices
Historic sites $ 09($ 09]$ o09]s 09| s 09[s$ 09
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Property Tax and Business

Overview

Approximately 50% of al property taxes imposed are initialy borne by business. The bulk of thisis
paid by manufacturers, transportation services, communications and utilities, and finance, insurance
and red edtate firms. Approximately three fifths of the property taxes paid by businessesis paid on the
property they own other than land.2®2 Thus capita intensive firms (agriculture, mining, manufacturing
and utilities) tend to pay a proportionaly higher tax burden than labor intengive firms.

Rendering of Business Property

Texas law requires businesses to declare their taxable persond property, items such as inventory,
equipment, and machinery. However, many businesses do not report or render it. Businesses can
misreport billions of dollars in taxable persona property by failing to provide tax gppraiserslists of the
property, by providing inaccurate lists or by smply not filing.

In 2001, $850 billion worth of business taxes were assessed by county appraisers, and $22.5 hillion
was collected. Thisisa collection rate of approximately 2.46%. In 2002, $866 billion was assessed,
and using the same 2001 collection rate, potentialy $23.39 billion could be collected. Thisis
approximately $990 million more collected than last year.. '8

In 2001, 36 Texas appraisa digtricts sampled various properties by increasing the vaue of those
properties and forcing them to come in and apped the assessed value. On average, the property vaue
not rendered was estimated to be $36 hillion.*®* Based on historica ratios between overal vaue and
property tax levy, the tax system islosing an estimated $900 million in property tax revenues.

It appears that the property tax system will be required to produce more revenue in the near futurein
order to more adequately fund public education in Texas.

182Texas Taxpayers and Research Association, Texas Sate Finances: The Current Picture, June 2002

183austin American-Statesman, Business Loophole on Personal Property Costs Texas Taxpayers, May 19,

2002.

184austin American Statesman, Fixing business taxes will pay off for Texas, September 22,2002.
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Optionsto collect taxes not being render ed by businesses

The rendering of business property taxesis consdered to be an equity issue -- businesses that render
pay the tax and those that do not evade the tax. Listed below are legidative options

to remedy this problem. The intent of this section isto list possible options and in no way represents an
endorsement of any of the specific methods by the Senate Finance Committee or its individud
members.

1 Make the rendering of business property mandatory.

2. Pass afull sdes disclosure law which would require al sales prices to be given to appraisal
digricts as well as the Comptrollers Property Tax Divison, but otherwise kept confidential.
Thisinformation would alow gppraisd digtricts to more accurately gppraise property snce
sdes are the primary evidence needed in the gppraisa process. Confidentiaity would aso
dlow the Comptroller’ s Property Tax Divison to test gppraisal districts without having to use
information supplied to them by the appraisd didtricts.

3. Require businesses to provide rendered value based on approved statutory methods.
Additiondly, there should be in place exemptions to protect small business operators.

4, Allow appraisa didtricts to impose civil pendties on businesses that fail to render. This
includes adding a provison which satesif a busnessfailsto render by a specific date, they
walve certain rights to contest the apprai ser-assessed vaue. This could include monetary and
adminigrative pendtiesinduding but not limited to waiving right to contest values or waiving
right to collect attorneys fees.
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A Flat Tax

Texasis one of seven gates without a persona income tax. However, in order to address questions

posed about the estimated monetary value of persond income in Texas, the Committee includes this
section for informationa purposes only.

One question asked of the Senate Finance Committee iswhat aflat tax piggybacked on the Federd
Income Tax would generate in revenue for the state of Texas. In 1999, the adjustable grossincome
for Texans totaled $380 hillion while taxable income was $277 billion.*®® The following table estimates

the amount of revenue that would be generated if aflat tax was based on Texans 1999 total taxable
income.

Estimated Revenue Generated from a Flat Tax
Percent of Texas 1999 Taxablelncome |Amount Generated for the State of Texas
0.25% $692.5 million
0500 $1.4 hillion
1% $2.8 hillion
% $8.3 hillion
5% $13.8 hillion
8% $22.2 hillion

To this point, this report has focused on the collection of tax revenue. One of the most important
Issues, if not the most important, that the Legidature will be facing in 78th Legidaive sessonisthe
budget and whether or not the tax revenue discussed throughout this report will be adequate enough to
cover spending demands.

185I nternal Revenue Service, 2002
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The Budget Today

The Legidature will convene in January 2003 to write the state budget for the 2004-05 biennium.
Comptroller Rylander has warned that lawmakers next session could face a revenue spending gap in
excess of $5 billion. 8

There are concerns about the effect that the economic dowdown has had on revenue collections and
thereisarisk that the continued dowdown will drive the current State budget into a deficit. Another
contributing factor to Texas possible budgetary problemsis ever increasng demands for services,
many of them mandated by federa law. Current population and cost estimates put severa state and
federal programs over budget, including the Children’ s Health Insurance Program and Medicaid. X8

These serious budget issues are not unique to this day and time, nor are they unique to Texas. This
sentiment was best articulated by the late George Chrigtian. “In 1949, when | was a young reporter
covering the 51« Texas Legidature, the principa issues were public education, hedth care and
trangportation. In 2003, more than a haf -century later, the principle issues for the 78th Legidature will
be public education, hedlth care and transgportation. Goals change, and so do the faces, but our
leaders must grapple with the same compdling issues.”

Many dates are facing deficits for the current fiscal year. The sections that follow are an attempt to
document the problems facing other states and the methods used in those states to address the issue.
Asyou will see, other states have used avariety of methods including spending cuts, tax law changes
and others.

What Revenue Generating Choices Do StatesHave in Slowing Times?

Ten years ago, shortfalsin sate budgets were 6.5 percent of revenues, and 35 States cut their
budgets. Now, 45 states expect shortfalsin their FY 2002 budgets, these shortfals are estimated to

186Carole Keaton Rylander, Comptroller of Public Account, Rylander Certifies Budget; Warns of Potential

$5 Billion Shortfall Next Session, June 6, 2002.

187Health and Human Service Commission, 2002.

188Austin American Statesman, In Retrospect; At 75, former LBJ aid George Christian Shares memories of
remarkable life deeply rooted in the city and state of his birth, and voices confidence in the future of his country,
March 31, 2002.
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be close to $40 hillion, or 7.8 percent of estimated total general fund revenues.'®®

These circumstances are forcing states to re-evauate both their revenue and expenditures. States are
faced with tough choices. Typicdly in periods of recesson, states cut expenditures, streamline via
management Srategy, devolve programmatic and fisca responsibilitiesto local governments, and turn
to revenue raising tactics.

To get out of this budget problem, 36 states have either made budget cuts, frozen spending, or have
plans to do so. States could a'so raise taxes, but anadysts say few lawmakers will try. 1%

Tax Revenue Sources Indicated as Top Three by States'®

For most states, the top tax sources today are generd sales, individua income tax, and motor fuels
taxes. Although tax Structuresin different states vary greetly, the table below shows that the mgjority of
dtates depend upon avery smilar mix of taxes.

State Tax Revenue Sour ces
1996 | Tax Source 2000
General Sales and Gross Receipts
Individual Income Tax
Motor Fuels Tax
Corporate Net Income Tax
Other selective Sales Tax
Property Tax
Severance Tax
Motor VehiclesLicenses
Corporate and Other Licenses
Amusement Sales Tax
Documentary & Stock Transfer Taxes
Public Utilities

N
N
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Upon dipping into arecession, 19 states cut $1.9 hillion from their 2001 budgets. Strategies to close

189N ational Association of State Budget Officers (NASBO), Fact Sheet: Quick Rebound? State Fiscal
Recovery Could Be Gradual, Lag National Economy 12-18 Months. (March 12, 2002). P.2 at
http://Ammw.nasbo.or g/Publications/PDFs/reboundl ag. pdf.

1907 axess. Budget, Sate Line.org Located at www.stateline.org.

1¥1The Journal of State Government, Sate Revenue Choicesin Sow Times, Spring 2002.
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budget gaps included across-the-board cuts (10 states), dipping into rainy day funds (4 sates), and a
negligible use of layoffs, early retirement, and program reorganization.**

In addition to making budget cuts, Sates are faced with engineering effective revenue generating
drategies. The table below generdly reflects sates efforts to jumpstart their economies by providing

more ways for the public to kegp more money in its pockets.

Tax Initiatives Mentioned in 2002 Governors Addressest®

Governor’s 2002 Tax I nitiativesto combat Budget State
Deficits

Find new revenues AK, KS TN
Create earmarked revenues CO, FL
Resumption/increase of income tax AK, IN
Increase or create tax credits KS, MA, RI, WV
Increase sales tax KS, IN
Increase motor fuels tax KS

Increase one or more“sin” taxes

AK, HI, IN, KS, MO, OR,

Increase to create fees

AK, KS, OR, WY

Expand gaming or lottery KS, MO
Eliminate tax credits wv

Reduce sales tax rates, but broaden the base FL

Reduce unemployment insurance tax wy

Reduce or eliminate fees WA

Reduce property tax GA,ND
Salestax holiday or tax amnesty GA, MO, WV
Create or increase tax credits KS, MA, RI, WV
Income tax cut or other change (no Increase) NM, PA
Restructure or streamline tax system MO, OK

Redirect revenue

CO, MS NE, OR, SC, WY

%2 hid

198 hig
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State Tax Cuts Resulting in Revenue L osses

In 2001, nine states made sales tax changes that are estimated to redize $119.5 billion in revenue
losses for 2002. Fourteen states made individua income tax changes resulting in estimated revenue
losses of $925.2 million. Nine states changed their corporate income tax laws to forego an estimated
$151.4 million in 2002, while saven states made changes to redlize an increase in such revenues by
$533 million.*%*

2001 State Revenue Raising Tactics

The most popular revenue-raising tactic ssemsto be increasing “9n” taxes. The cigarette tax has
become a quick fix for states that are struggling to make ends meet in a dumping economy.

Sixteen states have either passed or dready enacted cigarette tax increases in 2002, seven of which
went into effect July 1, 2002. In New Y ork City, smokers had been paying 8 cents a pack, but are
now paying $1.50 a pack. The per-pack price of some premium brands jumped to more than $7.
Even Indiana, long a bastion of cheap cigarettes because of its lower taxes, raised it tax-per-pack by
40 cents.'*®

Options States Face

Theintent of this sectionisto list possible options and in no way represents an endorsement of any of
the specific methods by the Senate Finance Committee or its individual members. State governments

are in aprecarious Stuation, facing difficult budget issues. Governors or legidatures are faced with the
few following choices

1 Reduce spending and leave current tax sources aone.

2. Seek various avenues of funding i.e., by increasing sin taxes, by imposing saes taxes on
services, and by adding new or increasing current fee charges.

3. Continue aggressive appedls for federd funding.

4. Make more calculated use of debt.

9 hig

195Chi cago Tribune, Tax Increases Squeeze Smokers, 07/01/02.
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5. Remain aware of federd deliberations about electronic commerce and taxing remote sales as
well asfedera income tax changes.
Optionsfor the Texas L egidature During the 2003 Session

Texasisfacing apotentid revenue shortfdl for the next biennium. Like many of the states mentioned in
this report, the Texas Legidature will be forced to look at al aspects of Texas taxes. Texas can employ
avaiety of cost savings measures such as accounting changes, tax changes, or expanded gaming to
name afew options. These are al areas where the 78th Legidature must make choices. For the
purposes of this report, we will only discuss options relating to the charge. Listed below are dl of the
options mentioned in this report.

The intent of this sectionisto list possible options and in no way represents an endorsement of any of
the specific methods by the Senate Finance Committee or its individua members.

Options
When looking a any type of tax changes, the Legidature should examine gpproaches that would
provide tax relief without requiring Texans to pay more in federal and State taxes or giving substantia
tax breaksto non-Texans.
1. SadesTax - p.49

a Examine and re-evauate the sales tax base

b. Extend the sales tax base to include selected items not currently taxed

C. Extend the sdes tax base to include selected services not currently taxed

d. Examine and re-eva uate pecific salestax exemptions, exclusions, specid rate,
deductions and discounts.

2. Franchise Tax - p.-80
a Examine and assess Franchise tax loopholes
b. Close the*Delaware Sub” loophole
C. Extend the Franchise tax to partnerships
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d.

Require corporations to determine their state franchise tax liability usng combined
reporting

Property Tax - p.122

a

b.

Make the rendering of business property mandatory.

Pass afull sdesdisclosure law which would require dl sales pricesto be given to
gopraisa digtricts as well as the Comptrollers Property Tax Divison, but otherwise
kept confidential. This information would alow appraisa districts to more accurately
appraise property since saes are the primary evidence needed in the appraisa
process. Confidentiaity would aso dlow the Comptroller’ s Property Tax Divison to
test gppraisa digtricts without having to use information supplied to them by the
gopraisa didricts.

Require businesses to provide rendered value based on approved statutory methods.
Additiondly, there should be in place exemptions to protect smal business operators.

Allow gppraisal digtrictsto impose civil pendties on businesses that fail to render. This
includes adding a provison which sates if abusinessfailsto render by a specific date,
they waive certain rights to contest the gppraiser-assessed value. This could include
monetary and adminidrative pendties including but not limited to waiving right to
contest values or waiving right to collect atorneys fees.

Cigarette Tax - p.98

The intent of the cigarette optionsisto look at the amount of revenue that could be redized
through various changes and in no way represents an endorsement of any of the specific
methods by the Senate Finance Commiittee or its individua members. Shown below are
additiona specific 2004-05 revenue estimates.

a

Imposing acigar tax &t the rate of "other tobacco products’ (OTP) tax of 35.213
percent of the manufacturer's list price would raise $19 million.

Imposing on al tobacco products other than cigarettes, atax of 40 percent of the
manufacturer's list price would raise $26 miillion.
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Imposing on al tobacco products, including cigarettes, atax of 35.213 percent of the
manufacturer's list price would raise $248 million.

Imposing on al tobacco products, including cigarettes, atax of 40 percent of the
manufacturer's list price would raise $300 million.

L ocal Taxes
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Overview of Local Taxesin Texas

Texans pay amultitude of different taxesto different levels of government, ranging from the federad
income tax to the state gasoline tax to the local sales taxes. The purpose of this section isto provide an
overview of taxesimposed by loca governmentd jurisdictionsin Texas.

Loca taxing jurisdictionsin Texas consst of 254 counties, 1,034 school digtricts, 1,193 incorporated
cities, and over 1,200 specia-purpose districts.*® The two main taxes imposed by local jurisdictions

are the property tax (often referred to as an ad valorem tax in state law) and the locd salestax. Cities
and counties may also impose a hotel occupancy tax. The number of jurisdictions that impose each of

these taxes is shown in the table below.

LOCAL TAXING JURISDICTIONSIN TEXAS
Number of Active Jurisdictions
With

Typeof Jurisdiction Total Property |SalesTax| Hotd

Jurisdictions| Tax (2000)| '(2001) | Occupancy

Tax (2001)

Counties 24 24 1 20
Cities" 1193 1012 1117 392
School Districts 1034 1034 0 0
Transit Providers 8 0 8
Special Districts, Tota 1245 1179 7
Type of Special District:
Community College Districts 64 64 0 0
Crime Control Districts 28 0 28 0
Development/Improvement Districts 25 12 13 0
Emergency Services Districts 67 67 5 0
Fire Control Districts 125 125 0 0
Hospital Districts® 127 127 8 0
Health Services Districts 10 0 10 0
Library Districts 10 1 10 0
Water-Related and Conservation-Related Districts 763 763 0 0
Other 26 20 1 5
1 Number of cities from 2000 Census. Not all cities levied a property tax or a salestax for the specified year.
2 Special district countsinclude only active taxing districts that imposed either a sales tax or a property tax.
% Does not include hospital authorities created under Chapters 262 and 264, Health and Safety Code. These
do not have taxing authority.

19 jurisdictional counts are as of 2000.
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The taxing authority of dl loca governmentsis Spelled out in the Texas Conditution and Sate law.
Home-rule municipaities may impose other taxes not prohibited by any other law. The statutory
authority for locd jurisdictions to impose taxes is shown in the Condtitutiona/Statutory Authority and
Allowable Tax Rates For Mgor Taxes Imposed by Local Jurisdictionsin Texas Table in Appendix S.

In 1998-1999, the most recent year for which comprehensve data is available, taxes constituted about
39 percent of total revenue of local governmentsin Texas. Property taxes represented about 80
percent of total local government tax revenue, while sales taxes represented about 17 percent. ¥

Local Taxes
The following table shows sdes tax and hotel occupancy tax collections for locd jurisdictions for 2001

and property tax levies for 2000. (Property tax levies are not yet available for 2001). The property tax
and the sdles tax are the main sources of tax revenue for local governments.

LOCAL TAXING JURISDICTIONSIN TEXASMAJOR TAX REVENUES
Tax Revenues (million $) Per Capita Taxes
Property Sales Hotel Property |Sales Tax Hotel

Occupancy Occupancy
Type of Jurisdiction Taxes (2000) | Taxes (2001) | Taxes (2001) Tax (2000) | (2001) | Taxes(2001)
Counties $3,200.9 $221.9 $21.4 $154 $38 cbe
Cities $3,530.9 $2,693.7 $279.8 $227 $168 cbe
Independent School Districts $13,392.3 - - $642 - -
Transit Providers - $993.7 - - che -
Special Districts, Total $2,387.6 $97.8 na che che na
Type of Special District:
Community College Districts $567.2 - - che - -
Crime Control Districts - $63.8 - cbe che -
Emergency Services Districts $44.7 $1.1 - che che -
Fire Control Districts $20.1 - - che - -
Hospital Districts $1,063.3 $16.2 - cbe che -
Health Services Districts - $3.1 - che che -
Devel opment/Improvement $10.5 $9.4 che
Districts
Library Districts $0.2 $3.0 - che che -
Water-related and Conservation- $680.5 - - che - -
related Districts
Other $1.1 $1.2 na cbe che na
na: Not readily available.
cbe: Cannot be estimated. Population estimates for districts are not available.

197 y.s. Census Bureau, Federal, Sate, and Local Governments, Sate and Local Government Finances:

1998-99. Available at http://www.census.gov/govswwwi/estimate99.html. Other major components of local
governments’ revenues in that year were intergovernmental transfers and fee revenues.
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Property Tax

The Legidature does not have the condtitutional authority to levy a state property tax.'*® The only
alowable property taxes are property taxes levied by loca jurisdictions.

All privately owned property in Texas, whether located in abig city or asparsaly populated rurd ares,
is subject to property taxation by the county and school didtrict in which it islocated, unless specificaly
exempted by the Texas Condtitution. However, most private property ownersin the state pay property
taxes to additiond locd jurisdictions. For example, in addition to county and school digtrict property
taxes, private property in alarge city might be subject to city property taxes, hospital district property
taxes, and junior college digtrict property taxes.

Property tax revenues are the mgor tax revenue source for cities, counties, schoal digtricts, and many
specid districts.!*® In 2000, total property tax levies by local jurisdictions amounted to $22.5 billion. As
shown in the figure below, 59 percent of this amount—$13.4 billion—was levied by school didtricts. Per
capitalevies ranged from $642 in school digtricts to $154 in counties.

198 Article VI , Section 1-e, Texas Constitution.

199AIthough some specia districts only have sales tax authority, property taxes are the primary tax revenue
source for special districts taken as awhole. Over 60 special districtsimpose a salestax only.
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Texas Property Tax T.evies, T.ocal Jurisdictions
FY 2001 Tolal = $22.5 Billion*

Speetal Dichind T evy
LR LIS

Comty Levy
M.

City L=vy
16%

* Tax Year 2000 Levy

Exemptions from property taxes are governed by the congtitution and state law, and locd jurisdictions do
not have the authority to grant or deny an exemption unless permitted to do so by the congtitution or by
law.

The annua property tax cycle in Texas begins on January 1 of each year. County gppraisa ditricts
determine the value of properties, and local jurisdictions set the tax rates. Each appraisal digtrict sets
property vaues as of January 1 and sends those values to each locd jurisdiction thet levies taxes on
property gppraised by the appraisa didtrict. The governing body of each locd jurisdiction sets the tax
rates for that jurisdiction that, when applied to property vaues, will generate the needed property tax
revenues. The annud property tax levy in any jurisdiction is derived by multiplying the totd taxable vaue
in the jurisdiction by the tota tax rate. The totd tax rate may include arate for debt service
payments—often called the“1& Srat€’ or interest and sinking fund rate—and arate for day-to-day
maintenance and operations—the “M& O rate.” Didtricts that do not have outstanding debt do not levy a
debt service tax. Some specia didtricts with other revenue sources do not levy a maintenance and
operations tax.

Each taxing jurisdiction sends a property tax bill to each nonexempt property owner in the jurisdiction in

thefal. A locd taxing jurisdiction may collect its own taxes or may contract with another governmental
juridiction or, for delinquent taxes, with a private entity to collect itstaxes. Property tax collection
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operations tend to be consolidated in appraisal district offices and county tax offices?®
Sales and Use Tax

The sdles and use tax (referred to herein as “sdlestax) congsts of both state and locd taxes. The state
sdestax rate s 6.25 percent of the sales price of taxable goods and services, and thisrate is uniformly
goplied to taxable transactions throughout the state. Local jurisdictions, including cities, counties, and
some specid digtricts, may adso impose aloca sdestax after voter gpprova, but the aggregate loca sdes
tax rate may not exceed two percent anywhere in the state. The maximum salestax paid on ataxable item
anywherein Texas is 8.25 percent.

The impostion of alocd sdestax must be gpproved by the voters resding in the jurisdiction in which the
saestax isto be imposed. Local salestax revenues can be used for avariety of purposes, including
generd fund purposes, property tax relief, heath care for the indigent, crime control, economic
development, support of public libraries, emergency services, street maintenance, and support of public
trangt. Because of the variety inloca sdestax options, not al Texans pay an 8.25 percent sales tax.
Some might pay only a6.75 percent rate; others might pay a7.75 or 8.0 percent salestax rate,
depending on where they purchase ataxable item. This variation reflects the different kinds of services
and levels of services approved by the voters to be funded by local sdestaxes.

Citiesmay levy alocd sdestax of up to two percent; counties, up to two percent; trangt authorities, up
to one percent; and specid didtricts, up to two percent. State law governs the order in which these taxes
take effect, so as not to exceed the two percent cap on the sum of dl local salestaxes at any location in
the state.

In 2001, locd jurisdictions collected $4 billion in sdestaxes. City sdes taxes accounted for amost two-
thirds of this amount. The rdative shares of cities and other locd jurisdictions are shown in the figure
below.

200 consolidated property tax collection information is available in Texas Comptroller of Public Accounts,
Texas Property Tax Annual Property Tax Report, Tax Year 2000, Appendix G.
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2001 Sales Tax Collections, Tocal Jurisdictions
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Total 2001 collections: $4 billion

Locd jurisdictions authority to impose asdestax is governed by state law. In generd, items that are
subject to the state sales tax are also subject to the local sales tax, and items that are exempt from the
date sdestax are dso exempt from the loca sdestax. The taxation of afew items, such asthe resdua
use of dectricity, natural gas, and certain telecommunication services, may be subject to loca option.

Sdes taxes, both state and locd, are collected by the retailer or other entity providing the taxable good or
sarvice and remitted to the Comptroller, either monthly, quarterly, or annudly, depending on the amount
of the collected. The Compitroller then remits to each loca jurisdiction its share of sdestax collections for
that period.

Hotel Occupancy Tax

The state hotel occupancy tax is six percent of the price of a hotel room cogting at least $2 per day.
“Hotd” is defined as abuilding that offers degping accommodations to the generd public and includes
hotels, motels, tourist homes, lodging houses, rooming houses, and bed and breskfasts?® Stays of at
least 30 consecutive days are exempt from the tax.

201 & 156,001, Tax Code.
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All cities and some counties are digible to adopt a hotel occupancy tax. Adoption of a hotel occupancy
tax by acity or county requires amgority vote to adopt by the governing body, but it does not require
voter gpprova. Hotd occupancy tax revenues must be used to directly promote tourism and the
convention and hotd industry. Specificaly, revenues must be used for a convention center, tourism
advertising and promotion, programs to enhance the arts, and historic preservation projects that promote
tourism. Tax revenues may not be used for genera revenue purposes or activities not directly related to
promoting tourism. 2%

In addition to the genera hotel occupancy tax, cities, counties, and sports and community venue digtricts
may impose a separate hotel occupancy tax to finance sports and community venue projects. Adoption of
thistax requires voter gpprova. Findly, counties that have crested county development districts may
impose a hotel occupancy tax in the district and use the proceeds for district purposes. An eection is not
required to impose thistax.

Hotd occupancy taxes are collected by the hotels and remitted to the state and, if gpplicable, directly to
cities and counties imposing alocd tax.

202 156,001, Tax Code.
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Local Taxing Jurisdictions. Counties

All Texas Counties may levy a property tax or asdestax, while severd may aso impose a hotel
occupancy tax. In 2001, al 254 counties levied a property tax, 121 imposed a sales tax, and 20 imposed
ahotel occupancy tax.2%

County Property Taxes. The main source of tax revenue for counties is the property tax. For the tax
year 2000, the state’ s 254 counties collectively levied $3.2 hillion in property taxes, an average of $154

per person.

County Sales Taxes: Counties that are not located in atrangt authority may impose a sdestax for
property tax relief with voter gpprova. The county salestax rate for property tax relief is one-half
percent; the rate is one percent in a county with no territory in acity. In 2001, 121 countiesimposed a
salestax for property tax reduction. The 2001 sales tax revenues for these 121 counties totaled $221.9
million, or $38 per capita

Counties that meet one of various sets of population criteria may aso impose a salestax to support
specific services. Certain small counties may impose a sales tax to support a hedth services didrict, a
county development didtrict, alandfill, or acrimina detention center. Large counties and most cities may
Impose asales tax to support the operations of a crime control and prevention district. Some of these
digtricts are discussed below under Loca Taxing Jurisdictions.

County Hotel Occupancy Taxes: The conditions governing county eigibility to adopt the genera hotel
occupancy tax are more restrictive than those for cities. By law, counties must meet certain geographica
or population criteria before they are eigible to adopt a hotel occupancy tax. The geographica criteria
pertain to counties bordering Mexico, the Gulf of Mexico, and the Edwards Aquifer Authority.
Population criteriarange from county population to size of city located in a county bordering Mexico to
the absence of a municipdity in the county. The Texas Department of Economic Development has
estimated that only 48 counties are dligible to adopt a generd hotel occupancy tax.?**

203 Texas Attorney General, Handbook on Economic Development Laws for Texas Cities, 1999 Edition,
Chapter IV, “Economic Development Through Tourism, The Local Hotel Occupancy Tax.” Available at
http://www.oag.state.tx.us’AG_Publications/txts/econ_dev1.htm.

204 Since there is no central repository of locally imposed hotel occupancy taxes, the figure for the number

of countiesimposing occupancy taxes is an estimate of the Texas Department of Economic Development. See Texas
Department of Economic Development, Market Texas Tourism and Department of Recreation, Park and Tourism
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As noted above, 20 counties imposed a hotel occupancy tax in 2001. County tax rates ranged from one
percent (Webb County) to eight percent (unincorporated parts of Harris County). Tota tax revenues
amounted to $21.4 million. Harris County hotd tax revenues accounted for $17.3 million, 80 percent of
the tota.

Local Taxing Jurisdictions: Cities

Cities by statute may impose a property tax, a salestax, a hotel occupancy tax, and afew other taxes.
Home-rule cities may impose any other tax congstent with their chartersif not prohibited by state law.

City Property Taxes. In 2000, 1,012 Texas cities collected approximately $3.5 hillion in property
taxes, which amounted to $227 per capita. Property tax rates ranged from $1.50 per $100 valuation to
$0.019 per $100 valuation. The average tax rate was $0.47 per $100 vauation. The average tax rate in
the 24 cities of at least 100,000 population was $0.59 per $100 vauation.

City Sales Taxes: As noted above, cities may adopt sales tax rates of up to two percent with necessary
voter approvas, aslong asthe sum of al loca saes taxes does not exceed two percent at any location
within acity’s boundaries. There arefive different saes taxes that a city may adopt:

1. Sdestax for genera fund purpose: one percent
2. Additiona salestax for property tax reduction: up to one-half percent

3. Sdestax for street maintenance: one-fourth percent (expiresin four years unless reauthorized by
voters)
4, Sdestax for industrid and economic development: up to one-haf percent

5. Sdestax for sports and community venues: up to one-haf percent

With voter gpproval, acity may aso pledge up to 25 percent of the revenue received from the one
percent generd-purpose sdes tax and the additiond salestax for property tax reduction to the payment
of obligations of gports and community venue projects located in the city. Some cities may also adopt a
sdestax for public trangt, emergency services, and municipa development. However, they may have to
meet certain population criteria before adopting one of those taxes. As of 2001, 1,117 cities collected
$2.7 billion in sales tax revenues, which is $168 per capita

Sciences, Texas A&M University, Texas Local Hotel Tax Report 2001, October 2001, available at
http://research.travel .state.tx.us/tourism/hotelmot/Tax_Report_File.pdf.
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City Hotel Occupancy Taxes: Any home-rule or generd-law city may implement agenerd hotel
occupancy tax of up to seven percent of the price of a hotel room. Some cities can implement a higher
rate. Hotel occupancy taxes can be imposed by action of the governing body of a city without voter
approval. 1n 2001, 383 cities collected $280 million in hotel occupancy taxes?® Tax rates ranged from
two percent in afew smal cities (Broaddus, Eden, Paducah, Stratford, and Van) to nine percent in large
cities (Ddlas, Fort Worth, San Antonio, Austin, and Corpus Christi) and 13 percent in one city
(Pearland). Mogt cities imposed a seven percent tax, including the city of Houston.

With one exception, there is no maximum combined rate of the State, city, and county hotel occupancy
tax.2%® The one exception concerns the extraterritoria jurisdiction (ETJ) of cities under 35,000
population. Cities meeting this criterion may impose ahotel occupancy tax in their ETJ, but the combined
date, city, and county rate may not exceed 15 percent in the ETJ.

Local Taxing Jurisdictions. School Districts

The sole loca source of tax revenue for school digtrictsis the property tax. In 2000, the statewide school
district tax collected amounted to $13.4 billion, or approximately $642 per capita.

School digtrict property tax exemptions, abatements, and other limitations on taxes or gppraisas have a
mgor impact on the state’ s generd revenue fund through the school funding process. However, locd
school boards have no control over many of these exemptions, abatements, and other limitations that are
mandated by the Texas Condtitution or statute. In 2000, the value of mandatory exemptions, abatements,
and other limitations for school district property taxes amounted to $112.2 billion, or approximately
$28,000 per student.?”” (This figure is the exempt property value per student, not the tax levy loss per
student.)

205 Se0 Texas Department of Economic Development, Market Texas Tourism and Department of Recreation,

Park and Tourism Sciences, Texas A&M University, Texas Local Hotel Tax Report 2001, October 2001, available at
http://research.travel .state.tx.us/tourism/hotelmot/Tax_Report_File.pdf.

208 Texas Department of Economic Development, Market Texas Tourism and Department of Recreation, Park
and Tourism Sciences, Texas A&M University, Texas Local Hotel Tax Report 2001, October 2001, available at
http://research.travel .state.tx.us/tourism/hotelmot/Tax_Report_File.pdf.

207 Texas Attorney General, Handbook on Economic Development Laws for Texas Cities, 1999 Edition,

Chapter IV, “Economic Development Through Tourism, The Local Hotel Occupancy Tax.” Available at
http://www.oag.state.tx.us’AG_Publications/txts/econ_dev1.htm.
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L ocal Taxing Jurisdictions. Public Trangt Providers

Texas has sx regiond trangportation authorities and two city trangt departments. Regiona transportation
authorities may impose a salestax of up to one percent; city trangt departments may impose a sales tax
of up to one-haf percent. All trangit sales taxes must be gpproved by the voters.

Neither type of trandt provider has the authority to levy a property tax.
The regiond transportation authorities are located in the Austin, Corpus Chrigti, Ddlas, Fort Worth,

Houston, and San Antonio aress. The city transt departments imposing asdestax arein El Paso and
Laredo.

In 2001, sdestax revenues of the eight trangit providers totaled nearly $994 miillion. Tax revenues of the
Houston and Dadllas transportation authorities amounted to $726 million, nearly 75 percent of the total
sdestax collections of the eight trandt providers.
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Local Taxing Jurisdictions. Special-Purpose Districts

Figure 3.
2000 Property Tax Levies, Special-Purpose Districts
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total 2000 levy: $2.4 billion

Specid-purpose didtricts provide public infrastructure and various public services, ranging from the
provison of water and water-related services to hedth sarvices, libraries, community colleges, economic
development, emergency medical services, fire control, and crime control. Since digtrict residents often
pay the taxes to support adigtrict’ s provison of services, voters of a proposed digtrict generdly must
gpprove cregtion of the didtrict, along with the tax to be adopted and the proposed or maximum tax rate.
Digricts are usualy governed by an dected board, such as acity council, commissioners court, or board
of trustees, but in afew cases are governed by appointees of a city council or commissioners court.

Property taxes provide the bulk of specid didtricts tax revenues. In 2000, 1,179 specid digtricts levied
nearly $2.4 billion in property taxes, and in 2001, 75 didricts collected gpproximatey $98 millionin
sdestax revenue.®® Twelve of the districts that imposed a sales tax dso levied a property tax. These
annua revenues are used to support district operations and to pay off district debt, which isincurred to
build digtrict infrastructure. As of 2000, the total outstanding debt (both genera obligation and revenue-

208 calculated from property tax datain Texas Comptroller of Public Accounts, Annual Property Tax

Report, Tax Year 2001, November 2001, p. B-104, and enrollment data in Texas Education Agency, Shapshot 2000,
Winter 2001, p. 388. The $28,000 figure includes charter students and does not reflect property value losses from
productivity valuation
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supported) of specia digtricts was $20.9 billion. About 75 percent of this debt was incurred by digtricts
providing water and water-related services.

As noted earlier, the only specia didtrict that may impose a hotel occupancy tax is a sports and
community venue digtrict.

As shown in the graph above, hospita digtricts, junior college didtricts, and water-related didtricts
together accounted for gpproximately 97 percent of the total 2000 special district property tax levy of
$2.4 hillion. Hospita didricts levied $1.1 billion (44 percent of the totd levy); weater didtricts levied
$680.5 million (29 percent); and junior college digricts levied $567.2 million (24 percent).

The pie chart below shows the percentage distribution of the 2001 sdestax collections of $98 million
among specid digtricts. Crime control digtricts collected $64 million (66 percent) and hospital digtricts
and hedth services districts collected $19 million (20 percent).

Figure 4.
2001 Sales Tax Collections, Special-Purpose Districts
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Specid didricts are mainly concentrated in metropolitan counties. In 2000, about 70 percent of the
specid didrictsthat levied a property tax were in metropolitan counties; their combined levy amounted
to over 90 percent of the total specid didtrict levy. A smilar relationship holds for salestax collections.
Junior College Didricts

The cregtion and taxation authority of junior college didrictsis governed by Chapter 130 of the
Education Code.
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Junior college digtricts may be created by actions of school boards, county commissioners courts, or
other locd entities, which, after receipt of a petition and gpprova by the Texas Higher Education
Coordinating Board, may cal an eection for cregtion of ajunior college didtrict. Taxing authority must
a0 be gpproved by the voters. In 2001, about 45 percent of the nearly one million students enrolled in
college or post secondary programsin Texas were in junior colleges®®

Junior college didtricts are funded by student tuition and fees, property taxes, state generd revenue fund
gppropriations, and federd grants. As of the 2000 tax year, there were 64 junior college digtricts that
collectively levied atotal of $567 million in property taxes. Totd tax rates ranged from $0.0178 per
$100 valuation to $0.31 per $100 valuation. The average tax rate was approximately $0.10 per $100
vauation. The maximum property tax rate for junior college didtrictsis $1 per $100 vauation, but no
more than $0.50 of that rate may be used for debt service on bonds.?'° The election to approve the tax
in each digtrict may, and usudly does, st alower maximum tax rate.

Presently, no community college district had lega authority to impose a sdestax.
Local Taxing Jurisdictions Created to Provide Health Care

There are saverd different types of locd entities that provide hedlth care, including care to the indigent.
These entities include hogpitd didricts, hospitd authorities, county hospitals, municipa hospitals, and
joint municipa-county hospitals. They differ in two main respects. the source of loca revenuesto
support their operations and the sdlection of oversght authorities.

Hospital Districts: Hospitd didricts are the only type of locd hedth carejurisdiction that may impose
taxes if approved by the voters. (Not al hospital digtricts levy property taxes or sdestaxes.) Article 1X
of the Texas Condtitution gives the Legidature the power to create hospitd didricts. Hospital didtricts
are politica subdivisions of the state and, depending on the statute under which they are crested, may be
governed by the county commissioners court or by an eected board of directors.

Didtricts may impose taxes (if approved by the voters) and may issue both tax-supported and revenue
bonds. In 2000, property tax rates in the 127 hospita districts that levied a property tax averaged about

209 The property tax data are from Texas Comptroller of Public Accounts, Annual Property Tax Report, Tax
Year 2001, November 2001, p. 1. The sales tax data are available on the comptroller’ swebsite at
http://ecpa.cpa.state.tx.us/all ochist/allochist.htm.

210 Percentage compiled from datain Texas Almanac 2002-2003, Dallas, Dallas Morning News, p. 525.
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$0.22 per $100 taxable value, with rates ranging from about $0.01 to $0.75 per $100 taxable value.
Thetota 2000 levy of hospita digtricts was approximately $1.1 hillion.

In terms of the sSize of their 2000 property tax levy, the five largest hospitd didtrictsin the State were
Harris County Hospitd Didtrict, Dalas County Hospital Didtrict, Tarrant County Hospital Didtrict, Bexar
County Hospitdl Didrict, and R. E. Thompson Genera Hospita Didtrict in El Paso. Together, these five
digtricts accounted for 85 percent of the totd $1.1 billion hospita district levy in 2000.

Tota bonded indebtedness of hospital didtricts increased from $399 million in 1999 to $444 miillion in
2001. Approximately $92 million of the $444 million was tax-supported debt.

As of May 2002, appraisd digtricts reported atotal of 128 active hospital districts™

With voter gpproval, hospital districts may aso impose a salestax of up to two percent for property tax
relief. In addition, hospitd digtrictsin one or more counties each with a population of 75,000 or less may
impose a sdestax for genera purposes of up to two percent. As of October 2001, eight hospital
digrictsimposed aloca sdestax, with 2001 sdles tax collections amounting to about $16.2 million.

County Health Services Digtricts. Counties with a population of 50,000 or lessmay cdl an eection
to adopt a sdestax of up to one-half percent to provide health services in the county. County hedlth
sarvices digtricts are not independent taxing districts per se, Snce the county imposes the tax.

In 2001, sdestax revenuesin 10 county health services digtricts amounted to $3.1 million. By law, these
tax revenues may be dlocated to a hospitd authority, a hospita didrict, or a public hedth didrict, but
they must be used to provide hedth services in the county.

Hospital Authorities. Hospita authorities do not have taxing authority. Their enabling legidation
specificaly deniestaxing authority. They are mentioned here because they may be confused with
hospitd didtricts, which usudly do have taxing authority if gpproved by the voters.

Hospitd authorities may be created for the purpose of acquiring or operating one or more hospitas by
either municipdities or counties under the provisions of Chapters 262 and 264, Health and Safety Code,
respectively. An authority is governed by aboard of directors whose members are gppointed by the

2118 130.122(a), Education Code.
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governing body of the sponsoring jurisdiction (either amunicipdity or acounty). Asof August 31,
2001, there were 39 active hospita authoritiesin Texas.?'?

Although hospita authorities do not have taxing authority, they may issue revenue bonds backed by
revenues, fees, and liens on both red and persond property owned by the hospital authority. As of
August 31, 2001, hospital authorities reported $595 million in outstanding debt.2 Both their operating
and debt service revenues come from fee-paying patients, federa and state funds, and funds from the
city or county that created them.

L ocal Taxing Jurisdictions Created to Provide Public Safety Services

Emergency Services Districts. There are three different types of emergency services didtricts.
Section 48-¢, Article 111, Texas Condtitution, gives the Legidature the power to create emergency
services digtricts and dlow countiesto levy a property tax up to $0.10 per $100 valuation to support a
digrict if gpproved by the votersresding in the didrict. Digtricts may provide emergency medica and
ambulance services, rurd fire prevention and control, and other emergency services authorized by the
Legidature.

Section 48-d, Article I11, Texas Congtitution, and Chapter 794, Hedlth and Safety Code, govern the
procedures for creation of rurd fire prevention districts. A county commissioners court may cal an
election to create adistrict and approve a property tax at arate not to exceed $0.03 per $100 valuation
($0.05 for digtricts wholly or partly within Harris County).

Fire control, prevention, and emergency medica services districts may be created pursuant to Chapter
344, Locd Government Code. These districts may be created only by cities that meet certain
population criteria. They may impose a salestax of up to one-half percent with voter approval.

The tota 2000 property tax levy for the 192 emergency services didtricts levying a property tax was
$64.8 million. The 131 digtrictsin metropolitan counties levied $59.3 million of this amount.

212 Thisinformation was reported to the comptroller’s property tax division by Texas 253 appraisal
districts. Texas Comptroller of Public Accounts, Texas Property Tax Appraisal District Directory, 2002 Edition.
This number may have changed since May 2002 due to district dissolution, creation, or consolidation.

213 Number compiled from data available on the website of the Texas Bond Review Board at
http://www.brb.state.tx.us/brbpages/db/db.html; select “Texas Health & Hospital Districts—FY 2001 data.”
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The 2001 salestax collections of the five emergency services digtricts that imposed a sdes tax were $2
million.

Crime Control and Prevention Districts: Chapter 363, Local Government Code, governsthe
creation of crime control and prevention didtricts. Counties of more than 130,000 population and cities
in counties of more than 5,000 population may impose a salestax of up to one-haf percent to support a
crime control digtrict. Crime control districts do not have the authority to levy a property tax.

Asof October 1, 2002, 28 crime control districtsimposed asdestax. Over hdf of thesewerein
Tarrant County. Tota 2001 sales tax collections of these 28 digtricts amounted to nearly $64 million
which was operated by saes tax rates ranging from one-eighth percent to one-half percent.?

Local Taxing Jurisdictions Created to Provide Libraries

Chapter 326, Loca Government Code, gives the commissioners court of acounty of more than
100,000 population the authority to call an election to create and approve a sdestax rate for alibrary
district proposed for the county. Library digtricts are governed by an elected board of trustees and may
impose a sdes tax of up to one-half percent if gpproved by the voters.

A library digtrict may not include territory in more than one county, and it may not include territory in any
municipality that operates apublic library. Asof October 1, 2002, 10 library districts imposed a sales
tax. Sdestax ratesin these digtricts ranged from one-fourth percent to one-haf percent, and 2001
collections amounted to about $3 million.?*

Local Taxing Jurisdictions Created to Provide Water and Water-Related Services
Texas has hundreds of local taxing jurisdictions whose main purpose isto provide water-related services

to digtrict residents. (Cities and counties may aso provide water and water-related services, but thisis
not their main purpose.) Water didrictsinclude water improvement districts, water control and

214 Number compiled from data available on the website of the Texas Bond Review Board at

http://www.brb.state.tx.us/brbpages/db/db.html; select “Texas Health & Hospital Districts—FY 2001 data.”

215 | nformation compiled from the comptroller’ s website at http://www.cpa.state.tx.us/taxinfo/l ocal/spd.html
Data compiled from information available on the comptroller’ s website at
http://www.cpa.state.tx.us/taxinfo/sales/index.html.
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improvement digtricts, fresh water supply districts, municipd utility districts, municipa water
digrictsauthorities, public utility digtricts, conservation and reclamation districts, drainage didtricts, flood
control digtricts, levee improvement digtricts, and irrigation digtricts. Some development and
improvement districts may also provide water-related services.

Water didricts differ according to their condtitutional and statutory authorization. All water didtricts are
authorized by ether Section 52, Article I11, or Section 59, Article X VI, of the Texas Condtitution.
Section 52, Article I11, provides for alimitation on the amount of bonds a district may issue, but does not
limit the property tax to pay off the bonds. (The amount of bonds issued may not exceed one-fourth of
the assessed vaue of red property inthedidrict.) Section 59, Article XV, does not limit the amount of
bonds or the tax rate.

Title 4, Water Code, contains the genera law applicable to water digtricts. In addition, there are
numerous weter digtricts created by or governed by loca laws gpplicable to individud digtricts.
Appendix S contains statutory references for the various water digtricts governed by generd law.

Many water digtricts levy property taxes. For the 2000 tax year, 763 water districts located in 155
counties levied $680 million in property taxes. Harris County, with 305 water districts, had more than
any other county in the state. The 2000 property tax levy of these 305 Harris County districts was
about $353 million, dightly over hdf of thetotd levy of water didtricts.

Asof October 1, 2002, no water didtrict in the state imposed a sales tax.
Development and I mprovement Digtricts

Texas law dlowsfor the creation of numerous types of development and improvement didtricts for the
generd purposes of promoating economic devel opment, improving public infrastructure, and improving
the appearance of public areas. The law alows for both county and municipa development didtricts.
Mogt are governed by the commissioners court or city council of the county or city in which they are
located, or by an appointed board. The Legidature gave saestax authority to some types of digtricts,
and authority to levy aproperty tax or impose impact fees and assessments to others. However, some
development and improvement digtricts have no authority to levy taxes or impose fees and assessments.

As of October 2002, 13 development and improvement districts imposed sales taxes with rates ranging

from one-haf percent to one percent. The 2001 sdestax collections of these 13 districts totaled $9.4
million. (Not dl digtricts were collecting taxesin 2001.) Eleven of the 13 were in metropolitan counties.
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Other Local Taxing Jurisdictions

There are other kinds of locd taxing jurisdictions in addition to the ones discussed above. 1n 2000,
there were 22 road and road utility didtricts, 18 navigation districts/port authorities, and 1 solid waste
management didtrict. Statutory references for these digtricts are provided in Appendix S.

The total property tax levies for these groups were:
road and road utility digtricts: $871,000
navigation districts/port authorities: $54.8 million
solid waste management district: $246,000

As of October 1, 2002, none of these districts imposed a sales tax.
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Appendix A: Senate Committee on Finance Interim Charges

Charges from Lieutenant Governor William R. Ratliff to Senate Finance Committee on September,
2001. The Interim Committee on Demand was formed to answer charge 3 of the interim Finance

Charges.

SENATE COMMITTEE ON FINANCE

Interim Charges

The Committee shdll:

1.

Survey and assess Texas' current tax system, including taxation authority given to
units of local government. The survey should identify the economic value
associated with all current taxes, aswell as current exemptions and abatements.
The Committee’ s report should include the information provided by the survey.

Study the issue of risng medica costs and itsimpact on the state budget, including hedlth
and human sarvices, correctiona managed hedlth care, education and state employee
benefits. The Committee may review private pay insurance. The Committee' s report
should recommend ways to control cost increases and identify best practices and
opportunities for savings.

Evauate the processes by which hedth and human services agencies assess the demand
for services and dlocate their gppropriations to address program demands and
requested rate increases.

Monitor the implementation of SB 813, 77th Legidature, the creation of the Spaceport
Trust Fund.

Review the sources of revenue dedicated to the Crime Victims Compensation Fund and
the purposes for which that Fund is expended. The Committee' s report should
recommend ways to ensure future revenues adequatdly address statutorily provided

gpending priorities.

Evauate the infragtructure, capacity and funding of trauma care, and develop
recommendations to address the sat€' s trauma care needs.
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Appendix A: Senate Committee on Finance I nterim Char ges Continued

Reports
The Committee shal submit copies of itsfind report as soon as possible, but no later than November

15, 2002. Thisdate will alow the findings of the Committee to be consdered when the Legidétive
Budget Board is developing performance and budget recommendations to the 78th Legidature. Copies
of the fina report should be sent to the Lieutenant Governor, Secretary of the Senate, Legidative
Council and Legidative Reference Library.

The find report of the Committee should be gpproved by amgority of the voting members of the
Committee and include any recommended Statutory changes. Draft legidation containing recommended
gatutory changes should be attached to the report. Recommended agency rule changes should aso be
attached to the report.

Budget and Staff

The Committee shdl use its existing staff and utilize the budget approved by the Senate Committee on
Adminigtration. Where gppropriate, the Committee should obtain assistance form the Senate Research
Center and legidative agencies, including the Legidative Budget Board, the Legidative Council, and the
State Auditor. The Committee should also seek the assistance of appropriate Executive Branch
agencies with responshilities in the areas related to the Committee’ sinterim charges.

[ nterim Appointments

Pursuant to Section 301.041, Government Code, it may be necessary to change the membership of a
committee if amember is not returning to the Legidature in 2003. This will ensure that the work of
interim committees is carried forward into the 78th Legidative Sesson.
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Appendix B: Senate Committee on Finance December 5, 2001 Hearing Agenda

SENATE INTERIM COMMITTEE ON FINANCE
AGENDA

9:30 A.M., December 5, 2001
Capitol Extension, Room E1.036

l. Cdl to Order/Rall Cdl
. Genera Comments from the Chair and Members
[I. Discussion of Interim Charge #1, rdating to a survey and assessment of Texas
current tax system.
A. Oveview of Texas Tax System
1. Comptroller of Public Accounts - James LeBas
V. Closng Comments
V. Other Business

VI. Recess
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Appendix C: Senate Committee on Finance February 26,2002 Hearing Agenda

SENATE INTERIM COMMITTEE ON FINANCE

AGENDA

1:30 P.M., February 26, 2002
Capitol Extenson, Room E1.036

[ Cdl to Order/Rall Cdl
Il. Gengrd Comments from the Chair and Members

. Genera Texas Business Taxes, including the Corporate Franchise Tax
A. Texas Strategic Economic Development Planning Commission Report - Steve
Sephens
B. Texas Taxpayer's and Research Association - Dale Craymer or Bill Allaway
C. Industry Viewpoints on the Texas Tax System

1. Accountants
Texas Society of Professond Accountants - Ira Lipstet

2. Airlines
American Airlines - Dan Hagan
Continentd Airlines- Nene Foxhall
Southwest Airlines - Juan Ricks

3. Chemica
TX Chemicd Council - Jim Woodrick
Dow - Ron Dipprey
Dupont - Greg Cardwell

4. Hedth Care Industry
Robert Hogue, M.D.
Pat Carter, M.D.
Judson Somerville, M.D.
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Appendix C: Senate Committee on Finance February 26, 2002 Hearing Agenda Continued

5. Insurance
American Insurance Association - Forrest Roan
Texas Association of Life and Hedth Insurers - Will Davis

6. Lega Profession
Tax Attorney - Cynthia Ohlenforst

7. Oil/Gas
EOG Resources - Ed Segner
Hurd Enterprises- JR Hurd
8. Technology
Nationa Semiconductor - Geoff Wur zel
Motive Software - Pat Motalo
9. Tdecommunications
SBC - Shawn McKenzie
Verizon - Cindy Gonzales
10. Utilities
Rdiant - Charles A. Smith, Jr.
TXU - Mark Moseley
COOPs - Eric Craven
D. Public Tesimony - Part |
V. Closng Comments
V. Other Business

VI. Recess
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VI.

VII.

VIII.

IX.

XI.
XIl.

X111,

Appendix D: Senate Committee on Finance June 4, 2002 Hearing Agenda

SENATE INTERIM COMMITTEE ON FINANCE

AGENDA

10:00 A.M., June 4, 2002
Capitol Extenson, Room E1.036

Cdl to Order/Rall Cdll

Generd Comments from the Chair and Members
Streamlined State Sdles Tax

A. Legidative Budget Board - John Ked

B. Comptroller of Public Accounts - Eleanor Kim
C. Public Testimony

Brief Revenue Update - Compitroller of Public Accounts Staff
A. Overdl Picture

B. Franchise Tax Collections Update

C. Lawsuits With Revenue Implications
Gasoline and Diesdl Fuel Taxes

A. Comptroller’s Office

B. Public Testimony

Cigarette/Tobacco Taxes

A. Comptroller’s Office

B. Public Testimony

Alcoholic Beverage/Beer Taxes

LUNCH 12:00- 1:30

Inheritance Tax

A. Comptroller’s Office

B. Public Testimony

Open Session on Alternative Funding Sources
Closng Comments

Other Business

Recess
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Appendix E: Summary of Industry Testimony to Senate Finance Committee
Interim Charge#1 - The Texas Tax System

Purpose - The purpose of this section is to condense the testimony provided by different industry panels
at the February 26, 2002, Senate Finance Committee hearing. Thisis not arepresentation of the views
of the Senate Finance Committee or its members, it is acompilation of the testimony provided by the

pand participants.

Accountants
Tegtimony by Ira Lipstet:

> Wages Paid: $689 million in totd wages

> Presencein Texas: 6,900 public accountant firms
1 6,300 sole proprietors
2. 2,139 professiona corporations
3. 473 practice partnerships

> Most states do not tax accountants and book keeping.
> 1 Hawaii, New Mexico, South Dakota but none of the mgjor states have
tried it yet.
> Sdestaxes on Accounting Services - ultimately the consumers would pay thistax.
Airlines

Tegtimony by the Airline Industry Pandl:
> The primary taxes paid by the three Texas carriers are as follows for 2001
1. Sdes $38.2 million
2. Corporate Franchise: $2.3 million
3. Property: $65.5 million

> Airlines don’t have awish ligt of changesto make to the Texas tax system.

> Airlines are both capita and employeeintensive. Y ou can't make a better tax system for
arlines by shifting the burden from one kind of industry to another.

175



Appendix

Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

Chemical

A study by the Texas carriers afew years ago based on a hypothetica hub airline
operation suggested that among 17 states with airline hub operations Texas ranked 51
highest in tax burden. They are currently updating the study.

No surprise, Texas ranked behind Cdiforniafor example. But some other states
normally perceived as “high tax” like New York and New Jersey rank at the bottom of
thet ligt.

Tegtimony from Jm Woodrick, Presdent of Texas Chemica Council:

Nearly 80,000 Texans are directly employed by chemica companies
Texas accounts for over 20% of the nation’s chemical production

Most of the products made in Texas plants are either shipped to other states or exported
to other countries

Chemicd plants account for 30+% of al new manufacturing investment in Texas,
followed by the computer and semiconductor industry at around 20%

Over $40 hillion of appraised vaue in chemicd manufacturing facilities, property taxes
are amaor business expense, estimate at some $1 billion annualy. Roughly two-thirds
of this goes to public education.

Chemicd indudtry is a Sgnificant source of revenue for the state from sales and franchise
taxes, at gpproximately $200 million dollars per year.

We support the state mandate to provide adequate funding for basic public education,
however have concerns regarding the equity of any changes that may be contemplated if
the state needs more revenue next year. Splitting property tax rolls or the expansion of
sdes taxes would present a hard blow to the chemica industry in Texas.
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Dow Chemical
Tegtimony from Director of Government Affairs Don Dipprey and Greg Cardwell, representing DuPont:

> Last year DuPont paid $69 million in state and locd taxes to various jurisdictionsin
Texas.

> DuPont’ s largest investment isin Texas with a 22% of investment with a 34% of tax
burden.

> The exemption of manufacturing the equipment from sdles & usetax is essentid

> The exemption of manufacturing use natural gas and eectricity isaso amugt for Texas
to remain competitive

> Additiona benefit isthe direct pay permit alowed by Texas

> The franchise tax gpportionment factor methodology is a positive as isthe availability of
aresearch and development credit

> Imposing the franchise tax on a non-consolidated basisis attractive to many corporate
tax payers

> Texas offers fewer franchisefincome tax based incentives than other stateswith a
sgnificant manufacturing base

> There continue to be some areas of concern such as the number of collecting entities, the
difficulty and complexity of obtaining incentives, the tax on inventory and the tax burden
on capitd intensve indugtries. DuPont’s property tax burden in Texasis 40% of the
total paid by the company.

> 34% of DuPont’s annudl totd state and local tax burden is paid in Texas
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Health Care

Tegtimony by the Physicians Pand

>

In today’ s environment, physicians have been subjected to increasing pressures to
control the cost of medica care in order to facilitate patient access and limit the financia
burdens on taxpayers, businesses, and patients.

Insurers are putting strong downward pressure on physician reimbursement while
increasing physician operating costs by increasing paperwork and imposing utilization
controlsthat creaste compliance costs.

Physician office operating costs have been increasing at arate of 11% per year, while
collection ratios (the percentage of billed charges that are collected) have declined
continuoudly and are now down to 65%. Most other businesses measure payment
timelinessin terms of daysin recaivables, but physician practices average 2.3 months of
billingsin recaivables a any given time.

More than haf of physicians report cash flow problems as a consequence of these
conditions and 19% of physicians have drawn from their own persona fundsto pay the
operating expenses of their practices.

Nationdly, multi-speciaty practices report that they experienced anet loss of over
$30,000 per physician in 2000. Physicians who are caught in the middle of this financid
squeeze are increasingly unable to absorb cost increases without passing them through to
consumers or otherwise atering their practices.

Consequently, any tax increases or new taxes on medica practices would dmost
certainly increase the costs of medica care, and decrease access to medica services.

Tax increases or new taxes on medica practices would amogt certainly increase the
costs of medicdl care, thus having adverse consequences on accessibility because of
increased cogts for taxpayers, businesses and patients.

Additiondly, physicians are dready finding it increasngly difficult to continue to provide
charity care and to subsidize the Medicaid program.
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> Any proposad change in tax policy should be carefully scrutinized to assure afull
understanding of the economic consequences in terms of equity and in terms of the cost
of medica care and access for patients.

Biotech
Tegtimony by Biotech Industry Pandl

> The life science industry in Texas currently comprises over 500 companies with more
than $5 billion in annual sdes. In 2000, the industry sector employed over 46,000
Texans a an average salary of $49,414, well above the Sate average of $34,660. The
three mgjor segments of the life science indusiry in Texas are laboratory/research
services, medica devices and pharmaceuticals.

> In the development of intellectua property assets, Texas benefits from the wedth of
intellectua resources generated within our renowned academic inditutions. Newly
released FY 2000 data from the Nationa Science Foundation shows that Texas ranks
third in the country in tota R& D expenditures among our academic inditutions. Over $2
billion from al sourceswasinvested in R&D at Texas indtitutionsin FY 2000, and $165
million of that came from industry sources.

> To remain competitive, the Texas Hedthcare and Bioscience Indtitute recommends that
companies with earned, unused tax benefits have the ability to sall those tax benefitsto
another company for cash. Companies can then invest the cash immediately back into
R&D activities, rather than having to wait until the company is profitable.

Insurance
Tegtimony from the American Insurance Association:

> Insurers held $25.8 hillion in Texas municipa bondsin 2000 (almost 30% of the totd
outstanding state and local debit.)

> The P& C insurance tax system in Texas was reformed in 1999 to substitute asmple, flat

premium tax rate for the complex, investment-tiered premium tax rate structure that
gpplied under prior law.
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Oil & Gas

Today P& C insurers are liable for the following taxes and other burdens (in lieu of
franchise tax): Grass premium, maintenance, retdiatory, sdes/use and property, feesto
fund a number of state agencies and other assessments of taxes for the workers
compensation subsequent injury fund.

In 2000, AIA members collectively wrote over $6.8 hillion in direct premiumsin Texas,
comprising 43% of the commercid lines insurance market in Texas and including over
50% of such lines of business asworkers comp, commercia multi peril, and fiddity and

ety

The 1999 tax reforms grestly smplified the complexities of the prior, invesment-tiered
rate structure, and aso brought Texas within the mainstream of states that have reduced
premium tax rates and streamlined their insurance tax systems in recent years.

AlA and most of the insurance industry strongly support retaiatory taxation, which is
inextricably tied to the premium tax system. Retdiation servesto protect Texas
domestic insurance industry from excessive or discriminatory taxation in other Sates.
Thus, retdiation tends to have aleveling or moderating influence on premium tax rates
nationwide.

Testimony given by Texas Oil and Gas Association:

Exploration & production operations pay $2 billion annualy ($4 billion per biennium) in
state and local taxes.

Oil and gas related indugtries pay $130 million annudly in state sdes and franchise taxes.

Sales and use tax = $425,000,000
Franchise tax = $91,000,000

Property tax = $499,000,000

Local sales & use taxes = $13,000,000
Qil severance tax = $417,000,000

Gas severance tax = $698,000,000

Oil well service tax = $7,000,000
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Comptroller’s Forecast for oil severance tax revenue:
2002 = $334,900,000
2003 = $323,200,000

Compitroller’ sforecast for naturd gas tax revenue:
2002 = $913,800,000
2003 = $846,8000,000

I ndependent Producers & Royalty Owners Association
Tegtimony given by JR. Hurd, representing Texas

>

Technology

In 1999, the average Texas oil well produced 6.9 barrels per day and the average gas
well produced 216 thousand cubic feet of gas per day. At current prices, 6.9 barrels of
oil generates $141.45 per day of revenue and 216 thousand cubic feet of gas generates
$496.85 per day of revenue.

Severance taxes and royalties are a particular stress because they are paid “off the top”
without regard to weether the well is making a profit.

Partnerships are an absolutely essentia part of the capita formation process for the
independent oil and gas producer. Texas needs to think about placing aburden on a
vehicle that is o critica to continued exploration for oil and gasin Texas.

AeA tesimony given by Geoff Wurzd

3 sgnificant dements which enable Texas to be competitive with other dates. single sdes
factor gpportionment in the franchise tax, sdes tax exemption for manufacturing
equipment alows Texas to attract and retain high-wage manufacturing jobs, and R&D
franchise tax credit, enacted in 1999, encourages companies to conduct research
activitiesin Texas.

Wesk areas in the Texas tax system include; over-dependence on sales and property
taxation, both of which disproportionately tax the capitd-intensve industry. Texasisone
of the only 16 states that subject business inventory to the property tax.

I deas to implement these principds:.

181



Appendix

Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

1)

2)
3

State tax policy should encourage companies that compete in globa marketsto
locate, expand, and retain their facilities and personnel in Texas

The business tax base should be gpplied fairly

The tax structure must consider the ability of the taxpayer to bear the burden of
the tax

Testimony provided by Pat Motola, Vice Presdent, Motive Communications and AeA Texas Council
Executive Committee Member:

> Wants to emphasi ze the importance of attracting and nurturing startup and early stage
companiesin high tech.

> Tax policy should be integrated with high tech workforce policy and business
development efforts of it is going to ultimately be successful.

> What policies are working for early stage high tech companies?

1)

2)

3

Franchise tax because it does not impose a sgnificant tax when a company is not
profitable and doesn’'t have sgnificant equity.

The gpportionment of the franchise tax based on the single factor of sdesisaso
working well in that it issmple, fair, and consstent with what most Sates are
doinginthisarea

The exclusion of franchise taxes for companies with less than $150,000 in
receipts helps early stage companies preserve precious capital needed to grow
their business.

> What tax policies can be improved?

1)
2)

3

4)

Using the 20-year carry forward allowed by Federd Tax law.

Property taxes comprise the single biggest tax that early stage high tech
companies typicaly pay other than Federd FICA matching.

R& D sdestax exemption is particularly important to early stage high tech
companies with ggnificant R& D equipment outlays such as the biotechnology
indudtry.

Technology service businesses that provide information services and date
processing are arguably the most rapidly growing segment of the economy.
Information service providers are typically less capitd intensive then they are
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labor intengve. The “capitd” of thisindudiry is human capita, which makesit
relatively easy to relocate to more competitive jurisdictions.

5) Data processing can be very capitd-intensve. The legidature granted a 20%
sdestax exemption for the information services and date processing. Greet Sart.

Tdecommunications
Testimony given by Cindy Gonzdes, representing Verizon

v

Telecommunications industry pays over $1 billion in state & locd taxes.
Verizon pays more than $200 million in Texas taxes annudly.
Texas has the highest total tax on telecommunications services of any Sate.

The tota number of Texas taxesimposed on telecommunications services is 13 versus 2
for genera busness.

Taxes imposad include sdles and use tax on the purchase and ingtallation of
telecommuni cations equipment, franchise tax imposed on the income of the provider and
property tax assessed on both the value of telecommunications equipment and redl

property.

In ates like Texas, where investments made by manufacturers are exempt from sdes
tax, the tedlecommunications industry is subject to an inequitable tax burden when not
granted Smilar trestment.

Texasis one of the few dates that taxes data processing, information services and
Internet access.

Last year the NCSL adopted a resolution recognizing the high leve of tax and
compliance burdens on telecommunications. That resolution provides that states need to
amplify and modernize state and loca telecommunications tax systems to encourage
economic devel opment, reduce impediments to entry and endure access to advanced
telecommuni cations infrastructure and services throughout the States.
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Legidation was enacted in the past two years in Arkansas, Missouri, Connecticut and
Kansas that clarifies how bundled services are taxed. Texas should follow the lead of
these states and address the taxation of bundled servicesfor al telecommunications

cariers by dlowing providersto gpply tax to the individual components of the bundle.

All business taxpayers would benefit greatly from the smplification of the adminidtrative
burden associated with filing and payment of property taxes to the multitude of taxing
jurisdictions and with the enactment of meaningful gppraisa gpped right & the
Comptroller lever.

In addition, the imposition of a property tax on inventory discourages investment in the
date of inventory storage facilities that often can be located in one of the many dates that
do not impose a property tax on inventory.
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Utilities
Tegtimony given by the Association of Electric Companies of Texas

> Investor-owned utilities (IOUs) are subject to State gas, €l ectric and water gross receipts
tax, public utilities gross recel pts assessment, corporate franchise tax, state and local sales
taxes, property taxes, municipa franchise charges, and a system benefit fee. In 2000 state
and loca tax remittances from investor-owned electric utilities totaled $1.647 billion, with
these taxes exceeding 10% of retall eectric sdes.

> Municipaly-owned utilities (MOUSs) are exempt from al taxes save the obligation to
collect salestax on taxable sales of dectricity; and rurd eectric cooperatives (RECs),
while subject to property taxes, municipa franchise fees, and the public utilities gross
recei pts assessment, are exempt from the gas, dectric and water gross receipts tax,
corporate franchise tax, the system benefit fee, and payment of state and local sales taxes
on purchases.

> Gas, Electric & Water Utility Tax:

1) A tax isimposed on each utility company located in an incorporated city or town
having a population of more than 1,000 according to the most recent federa
census.

2) Utility companies subject to tax include eectric companies, naturd gas
distribution companies, and water utility companies that make locd sale and
digributions,

> Exceptions to the base:
1) Utility companies owned and operated by acity, town, county, water
improvement didtrict, or conservation digtrict is exempt.
2) Electric cooperatives are exempt from the utility tax by dint of exemption from al
excise taxes as provided in the Electric Cooperative Corporation Act.

> Corporate Franchise Tax:

1) Corporation and limited liability companies doing business in Texas are subject to
franchise tax for the privilage of the ligbility vell provided to those forms of
business organizations by Sate law.

2) Tax dueisthe greater of 0.25 percent of corporate net worth (taxable capital) or
4.5 percent of earned surplus (corporate net income plus compensation of
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officers). Taxable capital and earned surplus from multi-gate firms are
apportioned to the state based on gross receipts from sdes in the state.
3) Thetax is paid to the comptroller and deposited to the state generd revenue fund.

> Exceptions to Base or Rate

1) An electric cooperdtive corporation under Chapter 161, Utilities Code, that is not
apaticipant in ajoint powers agency is exempted from the franchise tax.

2) Municipally-owned utilities are exempt, as the state congtitution bars sate
taxation of municipd corporations.

3) As an incentive for renewable power, businesses engaged exclusively in
manufacture, sales or ingdlation of solar energy devices are exempt from
franchise tax.

> Property Tax

1) Electric companies have mgor invesments in taxable property, principaly
generaing plant and transmission and distribution infrastructure. Property taxes
have been the largest state or loca tax expense for investor-owned electric
utilities, in excess of $400 million annudly in recent years.

2) After enactment of eectric industry restructuring legidation (SB 7, 76th Leg,)
generating plants in tax year 2000 were for the first time appraised on a sand-
alone bassrather than as party of regulated monopolies.

Legal Profession
Testimony provided by Attorney Cindy Ohlenforst
> Texas collected $5.4 million in franchise tax from lega corporationsin 2000.

> Over 60% of lawyers are in private practice and the mgority arein smal firms (1-5
attorneys).

> Taxes Paid: Property, sales and some franchise tax depending on how they are organized.
> Business Organization: Most are organized as partnerships.

> Sdes Tax on this Service: Salestax would end up as a consumer tax.
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> Most states do not collect salestax on attorneys fees.

Center for Public Policy Priorities
Tegtimony Provided by Dick Lavine

> Our basic problem isthat state and loca tax revenue does not keep up with the growth of
the Texas economy.

> The salestax applies to 40 percent of retall trade in goods, but only 30 percent of the
sdesof services. Over the past ten years, saes of services have grown at a pace one
and one-hdf times fagter than the growth in retail trade in goods.

> The gate could generate additiona revenue by expanding the sales tax to cover services
that are currently untaxed, including most business and professiond services.

> The way to get more revenue from the school property tax isto makeit function better.

> The Legidature should create reasonable pendties to force businessesto report
(“render”) their personal property to gppraisa didtricts. According to the appraisal
digricts, thereis $36 billion in unreported business persond property in the sate, which
could generate $1 hillion in school property taxes in 2004-05.

> The Legidature should aso require disclosure of the sdes price of dl red estate
transactions. Disclosure isrequired in 35 states;, Texas is the only state so dependent on
property taxes that tries to function without this type of information. Although no estimate
has been made of the additiona vaue that could be uncovered, there is no doubt that the
property tax system could work more efficiently with more accurate information.

> Findly, the entire Tax Code should be subjected to a periodic Sunset review. Just as
dtate agencies are reviewed every 12 years and made to justify their continued existence,
each tax exemption should be periodicaly examined and, if its continued existence cannot
be judtified, removed from the Tax Code.
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> The Center for Public Policy Priorities has calculated that a personal income tax, based
on the Kansas mode, in Texas could have generated $17.3 hillion in tota revenuein
2000.

Green Tax
Testimony of Cyrus Reed of the Texas Center for Policy Studies

> Presented a report entitled “New Ideas for Fair Taxation in Texas. Promoting
Environmenta Responghility,” which highlights a number of new tax and fee options that
should encourage more environmentaly responsible behavior.

> The report reviews anumber of possible categories of environmentaly responsible taxes,
including new motor fuds and a“feebate’ motor vehicle sdes tax, a cod severance or
use tax, reped of some sales tax exemptions such as those on pesticides, fertilizers and
agricultura chemicds, alimited carbon tax, dectricity taxes and new pollution taxes on air
emissions and toxic releases, 26

New Tax Current Rate Proposed Rate Expected Biennial
Revenue

Coal Use Severance None 7.5% $100 million
Tax
Electricity Efficiency None $0.15 per pound of $200 million
Tax on Power Plants NOXx per Megawatt

Hour Times M egawatt

Hours
High-Sulphur Diesel $0.20 gas and diesel Charge additional fee $300 million
and Gas Tax motor fuelstax of $0.05 for high-

sulfur diesel fuels
Feebate on New Motor Flat 6.25% salestax Salestax differentiated $200 million
Vehicles Sold on all vehicles between 2 and 10%

depending upon

emissions

I Total of 4 New Taxes $800 million

2187 exas Center for Policy Studies, New Ideas for Fair Taxation in Texas: Promoting Environmental
Responsibility, February 2002
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High Diesal Sulphur Fee

In the coming years, Texas will be required to meet new nationd sulphur standards for gasoline and diesdl
fuds. Under Texas Low -Emisson Diesd Fuel Program, in June 1, 2006, the maximum sulphur content
of diesdl fuds used in on-road vehicles will be reduced from 500 to 15 ppm statewide, and the maximum
standard of LED for non road equipment will aso be reduced to 15 ppm in 110 counties in Centrd and
East Texas. Through 2009, there will be some flexibility offered, with some refineries able to produce
diesd at higher sulphur levels aslong as the average reaches the standard (there will also be some
hardship exemptions avalable for smaler refineries).

Producing low sulphur-fues will raise diesdl prices by five cents per galon. Lowering Sulphur content in
both gas and diesdl is so important is because the lower the Sulphur, the lower the fine particul ate matter-
which can be inhded directly into peopl€'s lungs and affect their hedth- the lower the toxicity and the
lower the nitrogen oxides, one of the precursors of ozone.

Options
1. A Sulphur surcharge fee could be added to diesd-and even gas-fuels with a high sulphur content.

Thiswould be an incentive for refineries an importers to meet sulphur content requirements
sooner than later.

2. One simple sulphur fee would put in place a surcharge of 5 or even 10 cents per galon or $2.25
per barrd for any gas sold with a high Sulphur content, while providing an incentive for the
production of low-sulphur fues.

3. By applying the fee to the barrel rather than the pump the legidature will have more flexibility to
earmark the funds to appropriate programs.
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Appendix F: Selected News Clips History of Select State Taxes 1998- Present

The Corporate Franchise Tax: 1988-Present

1988-89

State will lose money because energy companies have placed some of their assetsin reserve to
avoid paying franchise tax.?’

Fewer companies carry the weight of franchise tax and it is those companies that need the most
help a this time, such as mining and manufacturing (May 10, 1988;

Sdlect Committee on Tax Equity reports that businesses pay more of the sat€ s taxes then the
nationa average; in addition, unincorporated businesses do not pay tax therefore causing the ones
that do pay to shoulder too much of the burden.?®

House Ways and Means Committee hurriedly approves measure to clarify what is taxable under
franchise tax; measure passed.?'®

Tax bill in front of legidature would decrease expenses for a small group of businesses including
Bass Brothers.?®

1991-95

Comptroller John Sharp and John Conndly, chairman of the Governor’s Task Force on
Revenue, push for “business activity tax” to replace franchise tax.?*

Businesses didike Richards' plan to “broaden” the tax base, plan does not include partnerships
and sole proprietorships.?%

Democratic Senators write letter to Governor Richards and Speaker Lewis voicing concern over
House proposa that would tax incomes of partnerships and proprietorships.??

"Dallas Times Herald, Mar. 15, 1988

218D allas Times Herald, Nov. 24,1988

219 allas Morning News; et. al., Feb. 24, 1989
2204 ouston Chronicle, Apr. 1, 1989

221Dallas Morning News, Jun. 14, 1991

222 ustin American-Statesman, July 16, 1991

2231 ouston Chronicle, July 27, 1991
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. Facing a budget deficit, Gov. Richards and Chairman Hury cdl for reform to franchise tax saying
itisarelic from Texas past.?®

. Rep. Ken Heuriet urges business to fight expanded franchise tax bill which would add small
businesses to the tax roll.?%

. Bill proposad by Chairman Hury is cdled a*“revison of the unfair franchise tax” but is more dong
the lines of an income tax.?%

. L egidature approves tax on corporate profitsin 1991.22
. In 1992, the GOP and severa businesses begin to heavily attack the changes in the franchise tax

saying it was now an income tax.%%8
. Alliance for Quality Education wants franchise tax and the school portion of property taxes
diminated and replaced by a single tax on business activity.??®

. Rep. Roberto Gutierrez proposes cutting franchise tax by .25 percent to attract new business. >
. Lawsuit with Caterpillar Inc. over collection method of franchise tax could cost state $1 billion.?%
1997-98

. 2(ézov Bush proposes eimination of corporate franchise tax and creation of business activity tax.

. Rep. Paul Sadler aswell as many others cal the business activity tax an income tax. 2

224D allas Times Herald, July 28, 1991

225/4lley Morning Star, Aug. 2, 1991

226 ustin American-Statesman; et. al, Aug. 4, 1991

227530 Antonio Light, Aug. 14, 1991

?28Dallas Morning News, May 16, 1992; and Austin American-Statesman, Sept. 18, 1992
2297 ustin American-Statesman, May 23, 1993

230y alley Morning Star, Jan. 12, 1995

23lwall Street Journal, Oct. 11, 1995

232\ ustin American-Statesman; et. al, Jan. 23, 1997

238kt, Worth Star-Telegram, Feb. 4, 1997
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Rep. Tom Craddick opposes tax plar?®*

Sdect Committee on Revenue and Public Education Funding and Gov. Bush agree on expand
franchise tax to partnerships.®

Comptroller Sharp proposes ending the franchise tax for companies that earn less than $250,000
ayear. 2%

Senate passes tax exemption for businesses with revenue of $100,000 or less ayear.’

Bill proposed to offer tax credit to companies that do business in counties with high
unemployment and low income.*®

House GOP decide to not favor Bush plan of cutting property taxes and instead seek sdes and
franchise tax cuts.>*®

Franchise tax credits proposed for companies that do research and development in strategic
investment areas and donate funds for after school programs. 2

Senate revives tax credit bill after it waskilled by Rep. Sylvester Turner the day before, credit
would go to companies who help build border economy. 2

2000-Present

Intel decides not to build plant in north Fort Worth citing state tax system as amajor concern.2#

2%Dallas Morning News, Mar. 29, 1997
235Austin American-Statesman; et. a, Mar. 29, 1997
236 :
El Paso Times, Jan. 20, 1998
Z7kt, Worth Star-Telegram, Feb. 26, 1999
283an Angelo Standard-Times, Mar. 11, 1999
239 .
Dallas Morning News, Apr. 7, 1999
240 ustin American-Statesman; et. al, Apr. 13, 1999

241E| Pasp Times; et. a, May 27, 1999

242k Worth Star-Telegram, Jan. 31, 2000

193



Appendix Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

. Gov Perry hints that there might be away to tax companies that are currently exempt from the
franchise tax.?*
. Lt. Gov. Ratliff bdievesthat loopholesin franchise tax must be closed.*

The Natural Gas Tax: 1981-Present

1981-82

. Attorney Genera Mark White cdls for an increase in severance tax, tax on natural gasisat 7.5%
and has not been moved since 1969.2°

. Compitroller Bob Bullock opposes increase in severance tax saying it would hit Texans harder
than out of staters®#®

. Texas Energy and Natura Resources Committee recommends no increase in severance taxes*’

. States have been raising taxes on their exports prompting others to raise taxes on their goodsin
response.?*®

1985-86

. Governor Mark White proposes ending price controls to stimulate increased drilling among fears
of shortage.®*

1989

. Railroad Commission Chairman Kent Hance proposes a lifetime severance tax exemption for
some new wells?*®

1994-95

243 A ustin American-Statesman, Oct. 20, 2001
243an Antonio Express-News, Feb. 1, 2002
5Dallas News, July 9, 1981

248\\aco Tribune Heral d, July 25, 1981

247 Houston Post, Dec.4, 1981

24840uston Chronicle, July 8, 1982

2498 ryan College Station Eagle, April 11, 1986

250 Amarillo Daily News, March 15, 1989

194



Appendix Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

. Railroad Commission says that tax incentives have spurred production of gas.?!
. RCC Jm Nugent and Commissioner Mary Scott Nabers propose incentives to boost production
from margind wells?*2

. Sen. Ted Bivins proposes lowering severance tax on natura gas and rasing it on cod; & this
point Texas has highest severance tax on natural gasin the nation.3
. Sen. John Montford proposes measure meant to increase gas production and give incentives for

margind wdls?>*
. During 1995 session the mgority of energy industry related bills have been bottled up in
committee. s
. House may investigate extending tax bresk to drillers that look for “high cost” gas®*®
. Three bills designed to aid energy industry are passed:>’
1) Railroad Commission can take over non-polluting wells that are no longer
economicaly viable in hopes that they might be viable one day
2) Renew an exigting law that grants a 10 year severance tax exemption when producers
resctivate inactive wells
3) 10 year exemption to wellsthat are expensive to produce

1999-Present
. Rep. Warren Chisum and Sen. Ted Bivins co-sponsor hill to provide $45 million in emergency
severance tax relief.>®

2lCorpus Christi Caller Times, March 15, 1994

252Amarillo Daily News, Sept. 7, 1994
253 ubbock-Avalanche News, Jan. 18, 1995
254 . .

Amarillo Daily News, Jan. 22, 1995

255Corpus Christi Caller Times, April 26, 1995

256 ustin American Statesman, May 2, 1995

257Houston Chronicle, May 24, 1995

28 A marillo Daily News, Jan. 28, 1999
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Legidation clears that would dlow producers of expensive natura gas wells and inactive wellsto
continue receiving severance tax relief. %

At Railroad Commission annua meeting, cuts urged to continue oil and gas rebound.?®°

Sen. Bivins proposes diding scale tax for oil and natural gas®**

The Gasoline Tax: 1980-Present

1980

Gov. Clements calsfor an increase to the stat€' s 5 cent-per-gallon fud tax to help for $300
million shortfal in highway congtruction fund.2%?

Lt. Gov. Hobby saystax increase is not needed.?

Gov. Clements switches position on gasoline tax hike 7 months after origina proposd.?**

Gov. Clements now says he would Sign an increase because of increasing fuel conservetion
efforts leading to a possible $900 million shortfal in highway construction funds®®

Pandl finds that a one cent-per-gallon increase in the fuel tax would generate an additional $100
million per year for highways?%®

259Corpus Christi Caller Times, May 19, 1999
260 ustin American Statesman, July 15, 1999
BLAmarillo Daily News, May 26, 2000

262 Dallas News, May 21, 1980

23Dallas Times-Herald, Sept. 23, 1980

2645an Antonio Light, Oct. 15, 1980

265

Ft. Worth Star-Telegram, March 6, 1981

266 Austin American Statesman, March 13, 1981
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Gov. Clements says he would not approve an increase in tax unless there was also compensating
tax relief. %%’

Highways and roads across the nation are breaking down prompting an increase in many different
States fuel taxes®®

1983-1987

Highways and Trangportation Chairman Dedman proposes 10% gas tax; Gov. White counters
with a 5% tax that contains a5 cent floor.?*®

In session, Gov. White and Senate attempt to make a compromise on atax package with a 5-
cent increase in fud tax in exchange for more consideration of issing highway bonds?”

Both the Texas Municipa League and the Texas Good Roads/ Transportation Association push
the legidature to double fud tax; the following year acodition of civic groups and business
associations in Houston bands together for tax hikes?™

Texas Poll finds that tax increase is favored 53%-47%°"

Increase to 10 cent-per-gallon tax approved in 1984.27

Temporary increase to 15 cents-per-gallon in 1986 made permanent in 1987

1990-1991

In early 1990, call goes out for another increase in gas tax to repair roads.?’
Chairman Dedman proposes an increase to 25 cents-per-gallon.?”

267Houston Chronicle, March 14, 1981

268 \/l| Street Journal, Oct. 15, 1981
2690 41as Times-Herald: Feb. 17, 1983; Austin American Statesman, Feb. 16, 1983;
270k, Worth Star-Telegram, April 20, 1983

2IDallas Times-Herald, May 3, 1983

272kt Worth Star-Tel egram, Feb. 29, 1984

273Houston Chronicle, Aug. 1, 1984
274

San Antonio Express, April 15, 1990

25 Amarillo Sunday Daily-News, June 17, 1990
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Decision to increase tax to 20 cents-per-gallon angers many motorists.2’

218Austin American Statesman, Aug. 15, 1991
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1998-Present

Increase in fud tax might be necessary so that the state can generate enough money to maich

funds from federa highway bill passed in 1998.2"7

SB 1547 in 1999 changes fuel tax collection so loopholes can be closed and more revenue can

be generated.?’

In the 77th session, Rep. Alexander D-Athens and Rep. Averitt R-Waco propose a5 cent

increasein fud tax but it isleft in pending in committee?”®

Sen. Ratliff callsfor risein gastax in 1999 to repair and build roads but backs off of thisin

200.%°

The Income Tax History: 1989-Present

1989

Severd legidators condder Sate income tax, in present or future, for varying reasons.
1) Rep. Richard Williamson for education. !
2) Rep. Jack Vowell to aleviate property taxes?®2
3) GOP gubernatoria candidate Clayton Williams for war on drugs

Lt. Governor Bill Hobby calls for implementation of 4% state income tax®
1) includes dissolution of corporate franchise ax and decreases in property and
sdestaxes

277 Amarillo Daily News, Aug. 1, 1998

278San Antonio Express News, March 15, 1999

279Austin American Statesman, March 11, 2001

280 £ Worth Star-Tel egram, March 24, 2001

281Lubboock Avalanche, June 17,1989

282E Paso Times, Sept. 3, 1989

283 ustin American Statesman and included opinions, Nov. 3 1989
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1990

. El Paso poll finds that 67% oppose an income tax; 61% would still opposeit if it were coupled
with other tax cuts?®*

. Texas Pall finds that 58% would support income tax for education if property taxes were gresatly
reduced.?®®

. Poll of Common Cause of Texas members. with 634 responding, 394 support both persond and
corporate income tax, 85 support corporate only, 17 support persona only, and 138 oppose
both. 28

. Amidg growing interest in income tax from business and politica groups, Lt Gov. Bob Bullock
calsfor a5% persond and 8% corporate income tax.?®’

. Harris County Judge Jon Lindsay says he would support an income tax if it were to go towards
new prisons.?®

. Governor Ann Richards claims that phone cals to her office are 2-to-1 againgt an income tax; she
later pledges that there would be no new tax. %

. Texas Association of Taxpayers supportsincome tax with reduction in property and saes taxes
and dimination of franchise tax?*°

. Houston Chronicle poll shows 75% disapprove of income tax. 2!

284E| Paso Times, Feb. 24, 1990

28 ouston Chronic] e, Feb. 25, 1990

86 Houston Post, April 3, 1990

87Dallas News, March 1, 1991; Dallas Times-Herald, March 7,1991
288Houston Chronicle, March 7, 1991
2895an Antonio Express, March 16, 1991
290Corpus Christi Caller, April 12,1991

2ngouston Chronicle, July 4, 1991
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1992

. Lt. Gov. Bullock changes his stance and now says he will “resist dl efforts’ to increase taxes. 2%

. Rep. Paul Sadler D-Henderson supports income tax for education funding.?*

1993

. Lt. Gov. Bullock pushes amendment to prohibit income tax unlessit is voted on in a satewide
election, property taxes are reduced, and the revenue must be spent on education; amendment is
approved overwhdmingly.?*

1994-Present

. 1994- Support for income tax growsin El Paso in exchange for lower property taxes™®

. 1995- 53% oppose state income tax. 2%

. 1997- 45% say they favor income tax, an increase of 11 points from a decade ago.*’

. 2002- El Paso poll finds that 75% oppose income tax. 2%

. 2002- Voluntary income tax proposed; payment of income tax would alow for sales tax rebate

and deduction from federd income tax.?*®

292 ustin American Statesman, Jan. 24, 1992

293Austin American Statesman, November, 24, 1992.

294Austin American Statesman; et al., April 21, 1993

295E| Pasgo Times, October 23, 1994,

2%6Corpus Christi Caller Times, August 27, 1995

297Corpus Christi Caller Times, May 11, 1999

298E| Paso Times, March 1, 2002

299k, Worth Star-Telegram, May 17, 2002
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Appendix G: Summary of Select Texas Tax Reports

The following isabrief chronology of Texas Tax studies and legidation between the years of
1987 and 2002.

1987, 70th Legidature

1 Adopted Franchise Tax exemptions

2. Sdes Tax exemptions

3. "Build Texas' bond program

4. Crestion of "Rainy day" fund for state government

1987, 70th Legidature special summer session

1. $39.5 hillion budget and Passage of $5.7 hillion tax bill (until then, the largest tax increase in the
history of any date)

2. Increased sdestax rate to 6%. This accounted for additiona $4.1 billion for 88-89 biennium

3. Expanded sdestax to services; credit reporting, debt collection, info and data processing services,
real property services, insurance services, security, amusements and phone services.

4. Imposed temporary professiond fees for the first time ($110)

1987, HB 2- Sdect Committee on Tax Equity named to conduct the Rethinking Texas Taxes

study(1989)

1 This study looked a a number of different scenarios on taxes, including an increase on things
recurrent

2. Recommendations.

a Sdes tax should remain cornerstone of state tax system. Support expansion of tax base,
but NOT and increase in the tax rate.

b. State oil and gas should "seek their own rate”, state should not adjust it to make up
revenues.

C. Expand franchise tax to non-corporate businesses and moving away from its focus on net
worth as atax base

d. Conditions are not right for the congderation of an income tax, but should not be
discarded as a future tax option.

e Loca government finances, particularly property tax, should be reworked.

1991, 72nd legidature faced $4.6 billion revenue shortfall- amount required to keep state at current level.
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1991, In accordance to Executive Order AWR 91-3, Governors Task force on Revenue was enacted
(Charting a Course for Texas Future). The task force looked at:

1
2.
3.

Overd| State Spending
Loca property Tax, Busness Tax, Saes Tax, Income Tax, etc.

Recommendations:
a Relieveloca property tax payers
b. Reverse over dependance on salestax: Rasing sales tax rate or broadening base servesto

worsen an aready regressve tax.
C. Texas tax policy should max deductibility of sete taxes from federd income tax.

1991, 72nd legidature

1.
2.
3.

4.

Expanded number of services taxed

Raised the sales tax rate to 6.25%

Imposed Permanent professiona fees ($200/yr) affecting Opticians, Accountants, Architects,
Engineers, Doctors, Lawyers.

Subgtantidly modified Franchise tax

1996, Executive Order GWB 96-4 created, The Citizen's Committee on Property Tax Relief

Charge:

1. Assssseffectsof property taxation upon various segments of th estate's economy, and the public and

the public sentiment relative to the need to provide property tax relief, and

2. To gather and evauate public input on the Report of the Staff Work Group on Property Tax Relief

Effects of Property Tax Upon States Economy:

1.

Home ownership: Placing a substantia burden on home ownership, especidly if home vauetion

rises fagter than ownersincome.

a Prop tax discriminates againgt home owners by forcing them to pay for public schools
versus non homeowners

b. Suggest a broad-based and equitable means of taxation be substituted for current
property tax.

Business Capitd: If business making a profit property tax can absorb a tremendous portion of

those returns. If business is not making a profit, property tax can drive it deeper into the red.

1998 Sdlect Committee on Public Educetion.
1. Committee took a combined look at tax issues and public school finance.
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Cost of Sales Tax Exemptions, Fiscal 2001 to 2006 (in millions of dollars)

nd [Section* [Exemption 2001 2002 2003 2004 2005 2006
. 151.302|Sale for resale che chbe chbe che cbe chbe
IX 151.303|Previously taxed |[cbhe cbe cbe che cbe cbe
H: items
151.304|Occasional sales |che cbe cbe che cbe chbe
Co 151.305|Coin-operated negligible negligible negligible negligible negligible negligible
st machine sales
151.306|Transfers of che cbe cbe che cbe cbe
of common interests
Sa in property
151.307|Exemptions cbe cbe cbe che cbe cbe
les required by
Ta prevailing law
151.3071(Installation of negligible negligible negligible negligible negligible negligible
X certain equipment
for export
Ex 151.308]|Items taxed by
e other law
m Crude oil 0 0 0 0 0 0
. Motor vehicles $2,417.10 $2,523.10 $2,635.80 $2,780.80 $2,947.70 $3,127.50
ptl Motor fuels 1,125.10 1,185.20 1,255.80 1,334.80 1,418.00 1,507.40
Mixed drinks 186.9 192.7 197.8 202.3 208 213.6
on Cement 0 0 0 0 0 0
S Sulphur 0 0 0 0 0 0
Ta Aviation fuel 68.3 73.1 78.2 83.7 89.3 95.3
Oil well services 20.2 19.2 18.2 17.3 16.4 15.6
bl Insurance 2,589.80 2,706.30 2,801.00 2,885.00 2,957.20 3,019.30
e30 premiums
0 151.309|Sales to 197.3 206.9 218.5 231.1 245.1 260.6
governmental
entities
151.31|Religious,
educational/public
service
organizations
Sales to 16.1 17.2 18.3 19.5 20.8 22.4
nonprofits
One day sales 3.7 3.9 4.2 4.5 4.8 5.1
151.3101|{Amusement che cbe cbe che cbe cbe
services
151.311|Property used for 15.5 16.1 16.8 17.7 18.8 20
the improvement
of exempt realty
151.3111Certain personal che che che che che che
property

300Comptroller of Pubic Accounts, Tax Exemptions and Tax |ncidence, January 2001. Located at
http://www.window.state.tx.us/taxinfo/incidence/table4.html
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* Texas Tax Code
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Appendix H: Cost of Sales Tax Exemptions Table Continued

Section _|Exemption 2001 2002 2003 2004 2005 2006
151.3141 |Food stamp 124 132 140.4 149.7| 159.9 171.8,
purchases
151.315 |Water 210.] 214.9 219.4 224.6 230.3 2364
151.316 | Agricultural items
Agricultural feed, 230.2 232.3 234.3 238.7] 2447 250.5
seed, chemicals
and supplies
Livestock for 123 124 125 12.8 131 134
food
Agricultural 521 52.6 53 54 55.4] 56.7
machinery and
eguipment
Horses, mules 8.4 8.5 8.6 8.7 9 9.2
and work animals
Commercia 0.1 0.1 0.1 0.1 0.1 0.1
fishing ice
151.3161/ | Timber operations 2.6 5.2 6.5 8.9 10.6 137
2 (equipment)
151.317 |Gas and €l ectricity
Manufacturing 375.3 377.7] 379.4 387.7 402.3 415.8,
Residential 520 530.5 539.6 549.8 562.6] 577.3
Agricultural 135 134 13.2 13.1 13.1 13.2)
Mining 369 36.5 36 35.9 35.7 35.9

151.318 |Manufacturing
Materials used in 7,535.70] 8,020.60 8,523.50 9,137.20] 9,800.80 10,484.70|
manufacturing
Manufacturing 4979 529.9 563.1 603.7] 647.6 692.8
machinery and
equipment
Packaging and 109.1 116.1 1234 132.2 141.9 151.8
wrapping supplies
Film equipment  [* * * * * *
(151.3185)
151.319 |Newspapers
Newspapers 16.8 17.9 19 20.4 21.9 234
Newspaper 28 24.2 25.8 27.9 29.6 317
inserts
NeNSpapef * % * % * % * % *% *%
manufacturing
eguipment
151.32 |Magazine 6.1 6.5 7 7.4 79 8.5
subscriptions
151.321 |University student [negligible |negligible |negligible [negligible [negligible |negligible
organizations
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Appendix H: Cost of Sales Tax Exemptions Table Continued

Section

Cost of Sales Tax Exemptions, Fiscal 2001 to 2006 ( in millions of dollars)

Exemption

2001

2002

2003

2004

2005

2006

151.326

Clothing and
footwear holiday

31.2

33.2

35.3

37.6

40.2

43.2

151.328

Aircraft

Certain aircraft

neqgligible

neqgligible

negligible

negligible

neqgligible

negligible

Repair equipment
for certain aircraft

16.3

17.5

18.9

20.6

22.5

24.5

151.329

Certain ships

34

36.5

39.5

43

46.9

51.1

151.3291

Boats and boat
motors

52.7

56.1

590.7

63.7

68

73

151.33

Interstate
shipments

che

che

che

che

che

che

151.331

Rolling stock

Railroad fuel and
supplies

6.4

6.8

7.4

8.1

8.8

9.6

Rolling stock and
locomotives

1.9

2.1

2.3

2.5

2.7

2.9

151.332

Senior citizen
organizations

negligible

negligible

negligible

negligible

negligible

negligible

151.335

Coin-operated
services

34.8

37

39.4

42

44.8

48.2

151.336

Certain coins and
metals

negligible

negligible

negligible

negligible

negligible

negligible

151.337

Sales by or to
Indian tribes

che

che

che

che

che

che

151.338

Environment and
conservation
services

che

che

che

cbe

che

che

151.34

Official state coin

negligible

negligible

negligible

negligible

negligible

negligible

151.341

Development
corporations

negligible

negligible

negligible

negligible

negligible

negligible

151.342

Agribusiness
(agricultural
containers)

0.4

0.4

0.4

0.4

0.4

0.4

151.343

Animal shelters

neqgligible

negligible

negligible

negligible

neqgligible

negligible

151.346

Intercorporate
sales of services

che

che

che

cbhe

che

che

151.347

Lawn and yard

neqgligible

negligible

negligible

negligible

neqgligible

negligible

151.348

Cooperative
research ventures

che

che

che

che

che

che

151.349

Texas National
Laboratory

151.35

Labor to restore
property

che

che

che

che

che

che
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icl

le
Ta

Ex

pti

Motor Vehicle Sales Tax Exemptions Fiscal 2001-2006 (in millions of dollars)

Section Item 2001 2002 2003 2004 2005 2006
Texas Tax
Code

152,081 Driver training motor | negligible | negligible | negligible | negligible | negligible | negligible
vehicles

152.082 Salesto or use by a $28.50 $20.10 $29.70 $30.40 $31.10 $31.70
public agency

152.083 Leaseto apublic * * * * * *
agency

152.086 Driven by 5 51 52 53 54 55
handi capped persons

152.087 Firetrucksand negligible | negligible | negligible | negligible | negligible | negligible
ambulances

152.088 Used for religious 22 23 23 24 24 25
purposes

152.089 Vehicles taxed by 95.6 994 1034 1075 111.8 116.3
other law

152.091 Farm use 219 24 229 234 239 244

152.092 Transported out of che cbe che cbe che cbe
state

152,093 Certain licensed child- 7.7 79 8 8.2 84 8.6
carefacilities

Total $16090 | $16620 | $171.50 | $177.20 | $183.00 | $189.00

cbe: cannot be estimated.

* Cannot be separated from estimate of salesto a public agency. Included in the estimate for Sec. 152.082.

Note: Totals may not add due to rounding.

ons Fiscal 2001-2006 (in millions of dollar s)**

301,
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Appendix J: Cost of School Property Tax Exemptions

School Property Tax

Tax Year* 2001 to 2006

Section
Texas
Tax
Code

Item

2001

(in millions of dollars)

2002 2003

2004

2005

2006

203.2

Productivity value
loss (Secs. 23.41,
23.52, 23.73 &
23.9803, Tax Code)

1,161.70

1,232.00

1,306.50

1,385.50

1,469.40

1,558.30

11.13(b)

Residence
Homestead: State
mandated $15,000

$944.20

$982.30

$1,021.80

$1,063.00

$1,105.90

$1,150.40

11.13(n)

Optional percentage

306.2

330 355.6

383.2

413

445

11.26

65-and-over "tax
freeze" on
homestead

288.9

306.4 324.9

344.6

365.4

387.5

11.13(c)

Resdidence
Homestead: State
mandated 65-and-
over or disabled
$10,000

159.3

165.7 172.4

179.3

186.5

194.1

23.23

Limitation on
appraised value of
homestead (10%

cap)

151.5

160.7 170.4

180.7

191.6

11.251

Freeport Property

101.4

106.8 112.6

118.

]

124.9

131.6

11.13(d)

Residence
Homestead:
Optional over-65 or
disabled

79

84.7 90.9

97.5

104.5

112.1

11.31

Pollution control
property

40.3

42.2 44.1

46.2

48.3

50.6

11.28

Tax abatement

25.5

20.6 16.6

13.4

10.9

8.8

311.013

Tax Increment
Financing

22.2

20.9 19.6

18.4

17.3

16.3

11.22

Disabled veterans

18

19 19.9

22

23.1

11.27

Solar and wind-
powered energy
devices

1.5

1.6 1.6

1.6

1.6

11.24

Historic sites

0.9

0.9 0.9

0.9

0.9
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App
endi
x J:
Cos
t of
Sch
ool

Pro

pert

Tax
Exe
mpti
ons
Con
tinu

ed

11.146

Mineral interest
having value of less
than $500

0.8

School Property Tax

Tax Year* 2001 to 2006
(in millions of dollars)

0.8

0.8

0.9

0.9

0.9

11.145

Income-producing
tangible personal
property having
value of less than
$500

0.1

0.1

0.1

0.1

0.1

0.1

11.32

Certain water
conservation
initiatives

11.3

Nonprofit water
supply or
wastewater service
corporation

cbe

cbe

cbe

cbhe

che

cbe

11.271

11.25

Offshore drilling
equipment not in
use

Marine cargo
containers

cbe

cbe

cbe

cbe

cbe

che

cbhe

cbe

che

che

cbe

cbe

11.23

11.21

Miscellaneous
exemptions
Private schools

cbe

cbe

cbe

cbe

cbe

che

cbhe

cbhe

che

che

cbe

cbe

11.2

Religious
organizations

cbe

cbe

che

cbe

che

cbe

11.19

Youth spiritual,
mental, and
physical
development
organizations

cbe

cbe

cbe

cbhe

che

cbe

11.183

Associations
providing
assistance to
ambulatory health
care centers

cbe

cbe

cbe

cbhe

che

cbe
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Appe
ndix School Property Tax
J: Tax Year* 2001 to 2006
Cost (in millions of dollars)
11.182|Community housing|cbe cbe cbe cbe cbe cbe
of development
Schoo organizations
| improving property
Prope for low- and
op moderate-income
rty housing
Tax
Exem 11.181 Charit_ablg che che cbe cbe cbe cbe
. organizations
ptions improving property
for low-income
housing
11.18|Charitable che che cbe cbe cbe cbe
organizations
11.17|Cemeteries che cbe cbe cbe cbe cbe
11.161 |Implements of che cbe cbe cbe cbe cbe
farming, ranching,
and timber
11.16|Farm products che cbe cbhe cbe cbe cbe
11.15|Family supplies che cbe cbhe cbe cbe cbe
11.14|Tangible personal |cbe cbe cbe cbe cbe cbe
property not
producing income
11.12|Federal exemptions |cbe cbe che cbe cbe cbe
11.111|Public Property cbe cbe che cbe cbe cbe

used to provide
transitional housing
for indigent persons

11.11|Public property che che cbe cbe cbe cbe
(state and local)
Total $3,301.50] $3,474.40| $3,658.70] $3,854.70| $4,063.20] $4,284.50

cbe: cannot be estimated because of insufficient appraisal data.
* Tax year means calendar year (January 1 through December 31).
Note: Totals may not add due to rounding.
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Continued®?

302 Comptroller of Public Accounts, Tax Exemptions and Tax Incidence, January 2001. Located at

http://www.window.state.tx.us/taxinfo/incidence/table36.html,
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Appendix K: Cost of Selected Service Exclusionsfrom the State Sales Tax

Cost of Selected Service Exclusionsfrom the Sales T ax
Fiscal Years 2001 to 2006

(in millions of dollars)

2001 2002 2003 2004 2005 2006
Construction Labor $550.60] $570.20 $596.20] $62820| $666.30| $709.90
Pesronal services $248.10]  $260.80[ $274.20]  $289.10]  $304.60[ $321.70
Business and $2,934.60] $3,124.20f $3,323.60] $3,554.80] $3,797.20( $4,083.80
professional
services
Other Services $315.40 $342 $363.60 $388.50 $414.30 $445.90
Total $4,054.40| $4,297.60| $4,558.00| $4,861.10| $5,183.00| $5,561.80
Note: Totals may not sum because of rounding.
O O O O abDO e e O O e dl € a
3 ea 001 to 2006
2001 2002 2003 2004 2005 2006
Construction labor
New residential $ 2525 | % 26151]9% 273.41 % 288.1 1% 305.6|% 325.6
construction
New nonresidential | $ 216.3 | $ 2240 | $ 234.21 % 246.8 | $ 261.7|$ 278.9
construction
Residential repair $ 818 | $ 84.7|9% 88.6| $ 933 | $ 99.0| $ 105.4
and remodeling
$ 550.6 | $ 570.2 | $ 596.21$ 628.2 | $ 666.3 1% 709.9
Note: Totals may not sum because of rounding.
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Appendix K:Cost of Selected Service Exclusions from the State Sales Tax Continued

Cost of Selected Service Exclusions from the Sales T ax

Fiscal Years 2001 to 2006

(in millions of dollars)
2001 2002 2003 2004 2005 2006
Business and professional services

Physicians services $ 54790|$ 58380]$% 62070|$ 663.10|$ 70740|% 761.20
Dental services $ 17620|$ 187.80]$ 19960|$ 213.30|$ 22750|% 244.80
Other health care $ 20360]$ 312801 $ 33250 |$ 355.30|$ 379.00|%$ 407.90
L egal services $ 34610|3% 368801 % 392.10|$ 41890|$% 44690|% 480.90
Accounting and audit $ 168.20 | $ 179.201 $ 190.50|$ 20360 |$% 217.20( % 233.70
services

Architectural and $ 245.00| $ 261.00] $ 27750 |$ 29650|$ 316.30|$ 340.30

endineering services
Management consulting | $ 87.00| $ 92.701 $ 9860 [$ 10530|$% 11230(|$ 120.90
and public relations

Contract computer $ 89.40 | $ 95.30|$ 101.30|$ 108.20|% 11550(|$ 124.30
programming

Research and $ 36.80| % 39.20| % 4160 | $ 4450 | $ 4750 | $ 51.10
development laboratory

services

Economic and $ 15401 $ 16.40] $ 1740 | $ 18.60 | $ 1980 | $ 21.30
sociological research

Testing labs $ 36.60] $ 39.00] % 41501 $ 4430 1 $ 4730 |1 $ 50.90
Advertising media $ 16110|9$ 17180]13$ 18260]% 19500|$ 20780]|3$ 221.40
Employment agency $ 2550| $ 27201 $ 2890 | $ 30.90 | $ 3290 | $ 35.40
services

Temporary labor supply | $ 44501 $ 47401 % 50.40 | $ 53.80 | $ 5740 | $ 61.80
Financial services $ 17680 % 188401$% 20020|% 21390($ 22790[$ 242.90
brokerage

Other financial services | $ 66.00 ] $ 68.90] $ 7260 |$ 7710 1% 82.101% 87.90
Real estate brokerage $ 16440|$ 171.60|$ 18090|$ 192.00|$ 204.40|% 218.80

and agency

Freight hauling $ 21350|$ 229.70]$ 24880 |$% 27150|$% 295.70|% 322.10
Other transportation $ 13.20| $ 14101 $ 1490 | $ 16.00 | $ 17.00 | $ 18.30
(except scheduled

passenager)

Veterinary Services $ 27401 $ 29.101 $ 31.00|$ 33.001% 35301 $ 37.90

$2.934.60 | $3,124.20 ] $3,323.60 | $3.554.80 [ $3,797.20 | $4.083.80

Note: Totals may not sum because of rounding.
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Appendix K: Cost of Selected Service Exclusions from the State Sales Tax Continued®®

2001 2002 2003 2004 2005 2006
Other Services
Automotive $ 221.00|$% 23550|% 250.30|% 26750|% 28530|% 307.00
maintenance and repair
Car washes $ 19.00( $ 20201 $ 21501 $ 23.001 % 24501 % 26.40
Travel arrangement $ 30.701 $ 3270 $ 3480 % 37101 $ 39.60|$% 42.60
Private vocational $ 23101 % 2460 $ 26.20| $ 28.00| $ 29.80| $ 32.10
education
Other private $ 2160 % 2310 $ 2450 $ 26.20| $ 27.90| $ 30.10
educational services
Interior design $ 5.90($ 6.30| $ 6.70| $ 7201 $ 7.70
$ 315.40]$ 342.00]|$ 363.60|$% 388.50|$% 414.30|$ 445.90

Note: Totals may not sum because of rounding.

O of Pe ona e e 0 0 e ale a

a ea 00 0 006
O O ao a
2001 2002 2003 2004 2005 2006

Personal services
Barber and beauty $ 48.3 | $ 51.5]|$ 5471 $ 584 |%$ 62.3|9% 67.1
services
Funeral $ 427 1% 45213 47.71 % 50.6 | $ 5351% 56.7
Child day care $ 144.3 | $ 1505 | $ 157.2| $ 164.4 | $ 171.8| $ 179.5
M iscellaneous $ 12.8 | $ 136 | $ 146| $ 157 1% 17.01$ 18.4
personal services

$ 248.1 | $ 260.8 | $ 274.21 % 289.1 1% 304.6 1% 321.7
Note: Totals may not sum because of rounding.

303Comptroller of Public Accounts, Tax Exemptions and Tax Incidence, January 2001. Located at

http://www.window.state.tx.us/taxinfo/incidence/tabl e6.html,
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Appendix L: Cost of Franchise Tax Exemptions Fiscal 2001-2006%*

Section | Exemption 2001 2002 2003 2004 2005 2006
171.051| Grandfathered 1975 Included with IRS 501(c)(3)
171.052{ Insurance Companies | $139.00| $144.80] $151.20[ $158.001 $165.10] $172.40)
171.053| Railway Termind Co |* * * * * *
171.055| Mutual Funds $204.60] $215.90| $2290.10[ $244.60 $262.00] $281.30
171.056[ Solar Energy Co $0.40 $0.40 $0.40 $0.50 $0.50, $0.50
171.057| Promote Local Area |Included with IRS 501(c)(6)
171.058| Religious Orgs Included with IRS 501(c)(3)
171.059| Burial Organizations# | $000]  soof  $000] sooff  $000[  $000)
171.06| Agariculture Fairs Included with IRS 501(c)(5)
171.061| Educational Orgs Included with IRS 501(c)(3)
171.062| Public Charity Included with IRS 501(c)(3)
171.063| IRS Sec 501(c)(2) $0.00 $0.00 $0.00 $0.00 $0.00 $0.00]
IRS Sec 501(c)(3) $24320| $249.200 $255.80| $262.80| $270.00| $277.10
IRS Sec 501(c)(4) $4.80 $4.90 $5.00 $5.20 $5.30 $5.50)
IRS Sec 501(c)(5) $9200  $950  $9.70] $1000] $1020]  $10.50
IRS Sec 501(c)(6) $10.70 $11.00  $11.30 $11.60 $11.90 $12.20|
IRS Sec 501(c)(7) $1.70 $1.80 $1.80 $1.90 $1.90 $2.00]
IRS Sec 501(c)(8) $250]  $260 260  $2700  $280  $290
IRS Sec 501(c)(10) $0.00 $0.00 $0.00 $0.00 $0.00 $0.00
IRS Sec 501(c)(16) * * * * * *
IRS Sec 501(c)(19) $000]  $000  $000]  $000]  $0.00]  $0.00
IRS Sec 501(c)(25) $0.00 $0.00 $0.00 $0.00 $0.00 $0.00
171.064| Nature Conservation _|Included with IRS 501(c)(3)
171.065| Water Supply/Sewer $060]  $0700 070  $070]  $070]  $0.70
171.066[ Natural Gas Facility $0.00 $0.00 $0.00 $0.00 $0.00 $0.00
171.067| Convalescent Homes $0.00 $0.00 $0.00 $0.008 $0.00 $0.00}
171.068| Cooperative Housing [* * * * * *
171.069[ Ch 52 Ag Marketing  [Included with IRS 501(c)(5)
171.07[1 odges Included with IRS 501(c)(8)
171.071| Ch 51 Ag Coops Included with IRS 501(c)(5)
171.072| Housing Finance Included with IRS 501(c)(3)
171.073| Hospital Laundry ___|* B [ [+ [+ [
171.074| Development Corp Included with IRS 501(c)(6)
171.075{ Health Coop Included with IRS 501(c)(3)
171.076| Ch 55 Ag Credit $0 $0j $0 $0 0 0
171.077| State Credit Unions ## $3.60 $3.80 $4.00 .20 $.50 $4.80)
171.079| Electric Coop $1350]  $14.300  $14.90| $1580 $1690] $18.20
171.08| Telephone Coop $0.80 $0.80 $0.90 $0.90 $1.00 $1.00
171.081 Title insurance firms $1.20 $1.30 $1.30 $1.40 $1.50 $1.60]
171.082{ Homeowners Assn $1.20 $1.30 $1.30 $1.40 $1.50 $1.60)
171.083|EM S Corp Included with IRS 501(c)(3)
171.084{ Trade Show * * * * * *
171.085[ Sludge Recycling * * * * * *
171.086| Supercolider Org 0 $0 0 $0 0, Ry
171.087| Scholarship Org Included with IRS 501(c)(3)

304,

Comptroller of Pubic Accounts, Tax Exemptions and Tax Incidence, January 2001. Located at
http://www.window.state.tx.us/taxinfo/incidence/table4.html
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Appendix M Services Subject to Connecticut Sales Tax3®

305 State of Connecticut of Department of Revenue, October 2002.
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Service Subject to Connecticut Sales Tax

Advertising, public relations
services not related to the
development of media advertising
or cooperative direct mail
advertising

Miscellaneous personal services,
exclusive of services rendered by
licensed massage therapists and
licensed hypertrichologists

Renovation and repair services to existing
commercial, industrial and income producing
property

Business analysis, management,
management consulting and public
relations services

Locksmith services

Repair services to electrical or electronic
devices, including, but not limited to, air-
conditioning and refrigeration equipment

Cable television services

Maintenance services to real
property

Repair or maintenance services to tangible
personal property and contracts of
maintenance, repair or warranty

Computer and data processing
services

Storage Space: Effective October 1,
2002. The furnishing in Connecticut
of space for storage of personal
property by a person in the business
of furnishing such space, excluding
furnishing space used by a person for
residential purposes, is subject to 6%

Sales agent services for selling tangible
personal property, excluding the services of a
consignee selling works of art or clothing, and
the services of an auctioneer

Sales and Use Taxes on Access
to the Internet and Other On-line
Sales of Goods and Services, and
Sales and Use Taxes on Computer-
Related Services and Sales of
Tangible Personal Property

Motor vehicle repairs, including any
type of repair, painting or
replacement to the body or operating
parts of a motor vehicle

Services to industrial, commercial and income-
producing real property, including, but not
limited to, management, repair and renovation
services, but excluding voluntary evaluation,
prevention, treatment, containment or removal
of hazardous waste or other

Contractor services

Painting and lettering services

Sign painting and lettering

Credit information and reporting;

Parking services, except metered
space, in alot with 30 or more spaces
and valet parking at airports

Stenographic service

Employment agencies and
agencies providing personnel
services

Personnel training services when the
training service provider is engaged
by an employer to provide job-
related training to personnel whose
primary workplace is located in
Connecticut.

Storage or mooring of any noncommercial
vessel on land or in the water, except the non
seasonal (November 1 through April 30) dry
or wet storage or mooring of noncommercial
vessels;

Exterminating services

Photographic studio services

Telecommunications services;

Flight instruction and chartering
by acertificated air carrier

Piped-in music provided to business
or professional establishments

Swimming pool cleaning and maintenance
services

Furniture reupholstering and
repair services

Prepaid Telephone Calling Services

Warranty and Service Contracts for any item
of tangible personal property

Janitorial services (including the
cleaning of homes, offices and
commercial property)

Private investigation, protection,
patrol work, watchman and armored
car services, exclusive of these
services provided by off-duty police
officers and fire fighters;

Telephone answering services;

Landscaping and horticulture

services

Radio or television repair services

Window cleaning services

220




Appendix Texas Committee on Senate Finance, Interim Report on Texas Taxes, November 2002

State Tax Collections, FY 1985-1993

Tax Collections FY85 FY 86 Fy87 Fy8s FY89 FY90 Fyol FY92 FY93
Sales Tax 4192 4330 4617 6243 6915 7589 8256 8552 9122
Oil Production Tax 1040 769 533 500 502 516 689 513 492
Natural Gas Production Tax| 1123 779 645 556 667 568 663 497 683
Motor Fuels Taxes 987 1011 1273 1474 1501 1515 1509 1953 2086
Motor Vehicle Taxes 895 866 803 947 1015 1092 1073 1220 1421
Franchise Tax 856 901 874 933 680 587 597 1090 1193
Cigarette and Tobacco 374 379 371 417 428 432 637 583 617
Taxes

Alcoholic Beverages Taxes 333 348 326 316 320 335 378 386 393
Insurance Companies Taxes| 368 409 423 547 442 526 596 517 461
Utilities Taxes 210 198 186 185 189 198 248 218 227
Inheritance Tax 148 119 114 108 105 131 127 141 142
Hotel and Motel Tax 61 65 63 90 106 115 121 127 136
Other Taxes 136 58 40 50 37 28 28 52 38
Total Tax Collections $10,721 | $10,232| $10,266 | $12,365 | $ 12,906 $ 13,633 | $14,922| $ 15,849 [ $ 17,011

Appendix N: Texas State Tax Collections Over Time 1985 - 2002 (Amount in billions)**®

308Carole Keeton Rylander, Comptroller of Public Accounts, 2002.
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Appendix O: Texas Total State Per Capita Tax Amount 2001 3%

Total tax Total tax per capita
Rank State Amount Rank State Amount

United States..... 559,765,398 United States..... 1,969.44

1 Cdifornia..... 90,453,746 1 Connecticuit..... 3,091.99
2 New York..... 44,855,582 2 Hawaii.....| 2,864.89
3 Texas..... 29,422,936 3 Delaware..... 2,731.14]
4 Florida..... 24,938,748 4 Minnesota...... 2,722.00
5 lllinais..... 23,150,229 5 Massachusetts..... 2,700.18
6 Pennsylvania..... 22,562,195 6 Cdifornia..... 2,621.76)
7 Michigan..... 22,263,874 7 Vermont..... 2,532.64
8 Ohio..... 19,617,950 8 New York..... 2,359.41
9 New Jersey..... 19,253,297 9 Wyoming..... 2,273.96
10| Massachusstts..... 17,225,270 10| New Jersey..... 2,269.25)
11| North Cardlina..... 15,625,133 11 Alaska.....| 2,250.30
12 Georgia..... 14,368,505 12, Michigan..... 2,228.43
13 Minnesota..... 13,534,585 13 New Mexico..... 2,188.04
14 Virginia.... 13,085,329 14 Wisconsin.....| 2,178.53
15 Washington..... 12,679,410 15| RhodeIsland..... 2,118.47|
16 Wisconsin..... 11,768,235 16 Washington..... 2,117.48
17 Maryland..... 10,785,695 17, Maine..... 2,074.30
18 Connecticut..... 10,590,296 18 Maryland..... 2,006.58
19 Indiana..... 10,204,197 19 North Dakota..... 1,940.35
20 Missouri..... 8,837,196 20 Idaho..... 1,936.48
21 Arizona..... 8,456,739 21 Kentucky..... 1,931.08
22 Kenticky Z 850 908 22| Narth Caralina 190870

23 Stabesdeax (ollectanssHY -2002t Virginia....| 1,899.58

Tax Collections FYos4 [T PYos T Caoal..1| £y A0y add| T v adlifoiseyvipn 185464 o1 FY02

Sales Tax $ 9,81 | 338,259 | L'l‘gr‘i'g;fé‘?l"' $ 11,5301 8l12.40b | 33,003 B 19,997 hd, 44,633 | $ 14,476

Oil Production Tax 362 35 |ow@bha. || 428341 11413087 | 2W8kiandma 417 14328443 338

Natural Gas Production | 554 || 2B]L2Souh Catdima...|| 7181475945758 |  48@rkajsas. 698 1,424.26/597 629

Tax 29 Oregon...|. 5,802,063 29 Virdinia....| 142051

Motor Fuels Taxes 2170 || %35 | 28701 2383 psog 2593“?’2?‘26'38 oy 43 755

Motor Vehicle Taxes 1617 3088 | ArkQ65s. || 2050011 h3sP27%2| | 248%0rdxka2?B2 1167.221906 2,946

Franchise Tax 1261 || 3323 Misseegp...|| 1797740481f19383) | 2078 1dwa2065 1164.78/960 1,936

Cigarette and Tobacco | 573 3Bba AL B A0SR ) P! VI L R LR YN 540
3 Nbw Mexico... | 4,002,b46] 35 Gedygia..... 1,113.82

Taxes 36 Nevada. 3832 bo7 36! Colodado 1311285

Alcoholic Beverages 400 A07 i || 433507 f70] 49637 483 oreyon. 515 1,496.84] 41 560

Taxes 38| westVirginia...| 3422475] 38 Indjana..... 1,468.79

Insurance Companies 767 /s [ Neoska...[| 708028204 7489 | Misisslppi.7q7 14618820 1,046

Taxes | 40 ! Maine...] 2,668,1;28 40| | Morltga..... 1,453.86

L a2 4 T ),qu'lu.... A OO0 VIO T ,.,,,l,\uui i L. I (2 Y

Utilities Taxes 263 S g L 259 5,2 !?qq 24z, 200, ba 29% 1don 41.40 311

Inheritance Tax 152 A2 | podhBe. || 208174hao3273] | 25@isshuri. 278 14607422 334

Hotel and Motel Tax 146 || 4apNewHampsge...l| 186775810)2074| | 220 Flolida 236 1420.98147 231

Other Taxes 30 |[j—SHle| SRl gauosnlo) ggt; SOMLAONTA. gk L) 44

Total Tax Collections | $18,106 | $4#,859 | Satdlas | [$ 213158 bobl22, 6 | Nbefakpchith, 20260 413,005,177 | $ 24,146
48 North Dakota..... 1,231,049 48 Texas..... 1,379.74
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Appendix P: State Government Tax Collections*®

State Government Tax Collections: 2001

(Amountsin Thousands of Dollars Per Capita Amountsarein Dollars. Revised July 2002)

Item Texas
Amount Per capita

Population (July 1, 2001, in thousands) 21,325](X)

Personal income (Calendar year 2000, in millions) 580,736 (X)

Total taxes 29,422,936 1,379.74

Property Taxes (X) (X)

Sales and gross receipts 23,304,300 1,092.82
General sales and gross receipts 14,707,624 689.69
Sdlective sales taxes 8,596,676 403.13]

Alcohoalic beverages 541,305 25.38
Amusements 21,629 1.01
Insurance premiums 767,433 35.99
Motor fuels 2,766,028 129.71
Pari-mutuels 11,516 0.54
Public utilities 672,566 31.54
Tobacco products 584,461 27.41
Other selective sales 3,231,738 151.55

Licenses 3,751,486 175.92
Alcoholic beverages 32,490 1.52
Amusement 7,216 0.34
Corporation 2,030,756 95.23
Hunting and fishing 64,993 3.05
Motor vehicle 939,080 44.04
Motor vehicle operators 123,557 5.79
Public utility 16,676 0.78]
Occupation and business, NEC 509,673 23.9
Other 27,045 1.27

Other taxes 2,367,150 111
Individud income (X) (X)

Corporation net income (X) (X)
Desgth and gift 322,355 15.12
Documentary and stock transfer (X) (X)
Severance 2,044,795 95.89
Other (X) (X)

Note: U.S. Totals, include the 50 State governmentsonly. "X" = Not Applicable.

Population source: Table ST-2001EST-01 - Time Series of

State Population Estimates: April 1, 2000 to July 1, 2001,

Population Division, U.S. Census Bureau, released December

2001.

Personal income source: Survey of Current Business (October 2001) BEA, released September 2001

307,

U.S. Bureau of the Cenus, and Bureau of Economic Analysis, 2001. Located at
http://www.census.gov/ftp/pub/govs/statetax/01staxrank.html

308 Tax Facts, http://www.taxpolicycenter.org/taxfacts/state/main.cfm, July 2002
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Appendix Q: 75th Session, Engrossed Version H.B. No 4
ARTICLE 3. FRANCHISE TAX

SECTION 3.01. Sections171.001(a) and (b), Tax Code, are amended to read as follows:
(@ A franchisetax isimposed on[:
[€B)] each taxable entity [-eorperation] that does businessin this state or that is chartered,
organized, or authorized to do business in this satef;and

(b) Inthis chapter:
(1) "Banking corporation” means each state, nationd, domestic, or foreign bank, including a
limited banking association, as defined by Section 1.002(a), Texas Banking Act (Article 342-1.002,

Vernon's Texas Civil Statutes), and each bank organized under Section 25A [25(a)], Federd Reserve
Act (12 U.S.C. Secs. 611-631) (edge corporations), but does not include a bank holding company as
that term is defined by Section 2, Bank Holding Company Act of 1956 (12 U.S.C. Sec. 1841).
(2 "Beginning date' means.
(A) for ataxable entity [eorperation] chartered _or organized in this state, the date

on which the taxabl e entity's [eorperation's| charter or organization takes effect; and
(B) for any other taxable entity without regard to whether the entity isforeign or

domestic or whether it isformally organized or chartered [aferergr-corporation], the earlier of the date on
which:

() the corporation's certificate of authority takes effect; or
(i) thetaxable entity [eorperation] begins doing busnessin
this state.
(3) "Businesstrus” meansatrud for carrying on a business operation. [“Cerporation*

hetodes

(4) "Charter" includes alimited liability company's certificate of organization,_alimited
partnership's certificate of limited partnership, and the regidtration of alimited ligbility partnership.

(5) "Compenstion'":
(A) means amounts paid to or for the benefit of an officer, director, or owner and

that:
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() _are subject to withholding under the Internal Revenue

Code; or

(i) would be subject to withholding if the person were

considered an employee and the amounts paid were considered sdlaries; and
(B) does not include funds that are received by:

(1) an entity that contracts with one or more insurance
companies, health maintenance organizations, managed care organizations, employers, unions, trusts, or
other public or private hedlth care payors to arrange for the provison of hedlth care services, directly or
indirectly through contracts or subcontracts, or both, by physicians, providers, or organizations of
physicians, providers, or organizations and that are retained by the entity as part of awithhold, shared
fund, risk pool, stop loss, fee-for-service, risk-sharing, capitated risk, contingency reserve, or Smilar
arrangement to be digtributed to the participating physicians, providers, or organizations, except to the
extent the participating physcians, providers, or organizations are not taxable under this chapter; or

(i) an agent for aprincipa to the extent the funds are to be

digtributed to the principdl.

(6) "Does businessin this gtate" means the taxable entity is subject to taxation by this state
without the state violating the United States Condtitution and the federal law adopted under the United
States Condtitution.

(7) "Income or equity partner” includes a partner who is entitled to a digtributive share of the
partnership's income or loss or who becomes entitled to a share of the partnership's assets or ligbilities on
termingtion of the partnership.

(8) "Interna Revenue Code" means the Internd Revenue Code of 1986 in effect for the
federa tax year beginning on or after January 1, 1996 [1994], and before January 1, 1997 [4995], and
any regulations adopted under that code applicable to that period.

(9) [t6)] "Officer" and "director” include alimited liability company’s directors and
managers, [and] alimited banking association's directors and managers and participants if there are no
directors or managers, and persons holding comparable positions of authority in a noncorporate taxable
entity.

(10) "Owner" includes a shareholder, an income or equity partner of a partnership, and an
owner of equity in any other taxable entity.
(11) "Passveincome' means
(A) interest:
(B) dividends;
©) rents;
(D) roydlties, induding overriding roydties;
(E) income from the disposition of a capita asset or property held for investment;
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(F)_income from any of the following entities or any entity controlled, directly or
indirectly, by any of the following entities:

(1) ared edate invesment trust;
(i) aregulated investment company:;
(iii) ared egtate mortgage investment conduit; or
(iv) acommon trust fund: or
(G) income from oil and gas working interests held by the taxable entity if the
taxable entity is not an operator of oil and gas properties.
12) "Passve income asset” means an asset owned by ataxable entity if income
generated by the asset, including on disposition of the asset, is passive income.

(13) "Passive income capitd" for ataxable entity means an amount that is the product of the
passive income ratio for the taxable entity and the entity's apportioned taxable capital under Section
171.101(d)(3).

(14) "Passveincomeratio” means the ratio, expressed as a percentage, in which:

(A) the numerator isthe aggregate cost of dl of the taxable entity's passve income

assets; and
B) the denominator is the aggregate cost of the taxable entity's total assets.
(15) [A] "Savings and loan association” includes a gtate or federa savings bank.
(16) [{8)] "Shareholder” includes alimited liability company's member and a limited banking
association's participant.
(17) "Taxable entity" does not include a sole proprietorship. "Taxable entity” means.

(A) abanking corporation;

(B) abusnesstrud that is required to file afederal tax return as a corporation or a
partnership other than a salf-insurance trust not engaged in the business of insurance and formed under
Article 21.49-4, Insurance Code;

©) acorporéation;

(D) alimited liability company:

(E) alimited ligbility partnership:

(F) alimited partnership;

(G) apatnership that isrequired to file afedera tax return as a corporation or a

partnership;
(H) aregigered limited liability partnership:;
(1) adate or federal savings and [oan association:;
(J) aprofessional association;
(K) aprofessond corporation; and
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(L) any other kind of business association, joint venture, or other combination of
entities or persons engaged in business, other than an oil and gas joint operating agreement.
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Appendix R: Selected State Taxes: Changesin base and rate--an update, October 2002

Originaly Prepared in 1997 for the House Committee on Revenue and Public School Finance. Update
based on Comptroller Tax Exemptions & Tax Incidence publication (Jan. 2001), aswdll as

extrapolations of estimates prepared in 1997.

Note: Unless specificaly stated, estimates reflect full years, no adjustments for
implementation of tax laws assumed. Estimates reflect satic changes only, no dynamic
economic effectsincluded. Totas may not add due to rounding.

Sdected State Taxes: Changesin base and rate--an update, October 2002

(in millions)

2003 2004 2005 |.2004-05| 2006
Expand base to include accounting & audit services 1905 2036 2172 4208 2337
Expand base to include advertising media services 182.6 1950 207.8 402.8 2214
Eliminate exemptions for agricultura items 3085 314.3 322.3 636.6 329.9
Broaden base to include aircraft repair equipment 18.9 20.6 25 431 245
Expand base to include automotive maintenance and repair labor 250.3 2675 285.3 552.8 307.0
Expand base to include barber & beauty services 5.7 584 62.3 1207 67.1
Expand base to include car wash services 215 230 245 475 264
Expand base to include coin-operated services 394 420 44.8 86.8 48.2
Expand base to include contract computer programming services 1013 1082 1155 2237 124.3
Broaden base to include child day care services 157.2 1644 171.8 336.2 1795
Expand base to include dental services 1996 2133 2275 4408 244.8
Expand base to include employment agency services 289 309 329 63.8 354
Expand base to include engineering & architectural services 2775 2965 316.3 612.8 340.3
Repeal provision authorizing refunds on certain items for a Texas 47 50 53 103 57
Department of Economic Devel opment designated enterprise
project
Expand base to include "other" health care services 3325 355.3 379.0 734.3 4079
Expand base to include physicians services 620.7 663.1 7074 13705 761.2
Expand base to include interior design services 6.7 7.2 7.7 149 83
Expand base to include legal services 3921 4189 446.9 865.8 480.9
Repeal exemption for subscription sales of magazines 70 74 79 153 85
Expand base to include management consulting & public relations 98.6 1053 1123 2176 1209
services
Broaden base to include manuf acturing machinery & equipment 563.1 603.7 647.6 12513 692.8
Broaden base to include motor fuels now excluded under Tax 12568 1,3348| 14180 27528 15074
Code, Section 151.308
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Appendix R: Selected State Taxes: Changesin base and rate--an update, October 2002

Note: Unless specificaly sated, estimates reflect full years; no adjustments for
implementation of tax laws assumed. Estimates reflect satic changes only, no dynamic

SHected Sate Taxes Changesin baseand rate—-an update, October 2002

(inmillios
2003 | 2004 | 2005 [2004-05] 2006

Reped exemption for newspgper insarts X8 276 26 572 317
Broaden baseto indude single copy and subscription sales of 190 204 219 423 234
Broaden base to indlude the sle of itemsto norHprofit 183 195 28 403 24
organizations ather than governmentd entities

Broaden baseto indudethelabor cogts on new non-residentia 242 2468| 2617| 585| 2789
congruction

Expand base to indude manufacturing use of packeging & 1234 1R2| 1419| 2741 1518
wrgpping materids

Expand base to indude miscdlaneous persond sarvices 146 157 170 7 184
Reped exemption for prestription & O-T-C drugs and medica 3m1| 4071 44| 8485 4786
devices

Reped exemption for rallroad fud and supplies 74 81 88 169 96

Expand basetoinduderailroad rolling stock and locomotives used 23 25 27 52 29
inthestate
Expand base to indude commercid research & devd opment 416 445 475 20 511
laboratory sarvices
Expand base to indude commercid economic, sodd or educationa 174 186 198 334 213
research services

Expand baseto indude labor cogsfor new resdentid 2134 2881 3B6| 587, 356
condruction

BExpand baseto indudelabor cogs of repair or remodding of 86 33 ®O| 1°3| 1k4
residentid red property

Reped exemption for school lunches and food sold to hospital 03 419 4.7 &6 480

patients, resdents of retirement homes or during church functions

Reped exemption for certain shipsand ship eguipment 305 430 469 89 511
BExpand bese to indude temporary labor supply sarvices 504 538 574 112 618
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Appendix R: Selected State Taxes: Changesin base and rate--an update, October 2002

Note: Unless specificaly stated, estimates reflect full years, no adjustments for
implementation of tax laws assumed. Estimates reflect satic changes only, no dynamic
economic effectsincluded. Totals may not add due to rounding.

Selected State Taxes: Changesin base and rate--an update, October 2002

(in millions)

2003 2004 2005 2004-05| 2006
Expand base to include testing services provided by non-medical 415 44.3 47.3 91.6 50.9
|aboratories
Repeal partial exemption for certain items of equipment used in timber 6.5 8.8 10.6 194 13.7
operations
Expand base to include miscellaneous transportation services 14.9 16.0 17.0 33.0 183
Repeal partial exemption for food items sold through vending machines negligible negligible | negligible | negligible | negligible
Expand base to include veterinary services 31.0 33.0 35.3 68.3 37.9
Expand base to include vocational and other private education services 50.7 54.2 57.7 111.9 62.2
Repeal exemption to include aviation fuel 78.2 83.7 89.3 173.0 95.3
Repeal exemption to include agricultural containers 04 0.4 04 0.8 04
Repeal exemption for water 219.4 224.6 230.3 454.9 236.4
Broaden base to include refrigerated warehousing & storage (includes food 27 2.8 29 5.7 30
locker rentd, cold or frozen storage)
Broaden base to include generd warehousing & storage (includes mini- 8.0 8.4 8.7 17.1 9.0
warehouses and self-storage warehouses)
Broaden base to include specia warehousing & storage 8.7 9.1 9.5 18.6 9.9
Broaden base to include marinas 14 15 16 31 17
Broaden base to include appraisal servicesincluding rea estate & other 6.0 6.3 6.6 12.9 6.9
(insurance appraisal currently taxable)
Broaden base to include mailing services (includes addressing, packaging 6.8 7.1 74 14.5 77
and labeling services) & secretarial services (includes letter & resume
writing services & proofreading services)
Broaden base to include disinfecting services (includes sanitizing services) 0.6 0.6 0.6 12 0.6
Broaden base to include amusement services of al entities except for 2.8 2.9 3.0 5.9 31
school districts
Subtotal Sales & Use Tax 6,962 7,405.2 7,877.7 | 15,282.9 ] 8,415.1
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Appendix R: Selected State Taxes: Changesin base and rate--an update, October 2002

Note: Unless specificaly sated, estimates reflect full years; no adjustments for
implementation of tax laws assumed. Estimates reflect satic changes only, no dynamic
economic effectsincluded. Totals may not add due to rounding.
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Appendix R: Selected State Taxes. Changesin base and rate--an update, October 2002

Note: Unless specificaly Sated, estimates reflect full years, no adjustments for
implementaion of tax laws assumed. Estimates reflect static changes only, no dynamic

economic effeerahe BidPPHIaRRNNES | ROPSRRN S iatRy POLIRG LG, October 2002

L HIH AY
WL LS

2003 | 2004 | 2005 (2004-05| 2006

Add noncorporate entities with $100,000 owner deduction - 2339| 328| 567 3520
(excdluding sole proprietors) (assumed €ff. date: Jan. 1, 2004)

Reped exemption for open-end investment companies (mutud 2291 2446 2620 5066 2813
funds)

Repedal exemption for titleinsurance companies 13 14 15 29 16
Reped exemption for solar energy businesses 04 05 05 10 05
Reped exemption for trade show participants negligible| negligible| negligible| neglighle | negligible
Repedl exemption for dudge recyding firms negligible| negligible| negligible| negligible | negligible
Remove deduction for interest earnings on federal securities 565 580 506| 1176 612
Remove deduction for officer/director compensation add-back 2072 2197 23H0| A7 2519
exemption for 35-or-less-shareholder corporations

Remove deduction for food and medicine receipts 40 43 46 89 49
Remove deduction for business|oss carryover 2081 2081 2081 4162 281
Remove deduction for investment in enterprise zones 39 39 39 78 39
Remove deduction for purchase of solar energy devices negligible| negligible| negligible| neglighle | negligible
Remove deduction for firmswith tax lighility of lessthan $100 522 555 504| 1149 63.7
Reped exemption from GAAP accounting methodsfor 153 162 173 35 186

corporationswith lessthan $1 million in taxable capitd (partidly
taxed under Franchise Tax Item 1)

Reped regulated investment company special apportionment 39 39 39 78 39
method

Eliminate transportation company specia gpportionment method 122 130 139 269 149
Eliminate tel ephone company specid apportionment method 98 104 111 215 119
Reped temporary (FAS 96) credit 04 0.3 0.3 0.6 0.3
Treet receiptsfrom trademarks, licensesand franchisessmilarly to 30 30 30 6.0 30
patents, roydtiesand copyrights- based on usein Texas

Subtotal Franchise Tax - For Profit Corporations 807.3| 1,076.7| 1,206.9| 2,283.6| 1,281.7
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Selected State Taxes: Changesin base and rate--an update, October 2002

(in millions)

2003 2004 2005 [ 2004-05| 2006
Gas, Electric & Water Utility Tax rates (3 applicable rates, all based 255.0 255.0 255.0 510.0 255.0
on city population) increased to 200 percent of current-law levels.
Subtotal: Utility Taxes 255.0 255.0 255.0 510.0 255.0
Oil and Gas Well Servicing Tax (under sales tax) 8.6 9.0 94 184 9.8
Subtotal: Other Production and Gross Receipts Taxes 8.6 9.0 9.4 18.4 9.8
Interstate Motor Carriers Sales and Use Tax 25.7 27.0 28.1 55.1 29.2
Manufactured housing sales and use tax (rate at 6.25% of 65% of 13.3 14.0 14.6 28.6 15.2
price)
Subtotal: Motor Vehicle Sales/Rental Manufactured Housing 39.0 41.0 42.7 83.7 44.4
Sales
Hotel and motel tax rate increase to 6.25% 9.6 10.0 104 204 10.8
Repeal 30-day exemption 3.0 31 32 6.3 34
Subtotal: Hotel and Motel Tax 12.6 13.1 13.6 26.7 14.2
Rate increase of 10 cents per pack (assumed eff. date: Sept. 1, - 88.3 108.9 197.2 96.0
2003)
Rate increase of 41 cents per pack (assumed eff. date: Sept. 1, - 3415 420.1 761.6 370.2
2003)
Rate increase of 50 cents per pack (assumed eff. date: Sept. 1, - 406.6 499.6 906.2 440.3
2003)
Rate increase of 100 cents per pack (assumed eff. date: Sept. 1, - 682.9 829.4| 15123 7304
2003)
Subtotal: Cigarette and Tobacco Products Taxes - n.a. n.a. n.a. n.a.
Increase alcohol excise tax for liquor by 10 percent 35 3.7 3.8 75 3.9
Increase alcohol excise tax for beer by 10 percent 9.8 10.3 10.7 21.0 11.1
Increase alcohol excise tax for wine by 10 percent 0.6 0.6 0.6 12 0.6
Increase alcohol excisetax for ale by 10 percent 0.6 0.6 0.6 12 0.6
Subtotal: Alcoholic Beverages Taxes 14.5 15.2 15.7 30.9 16.2
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Appendix R: Selected State Taxes: Changesin base and rate--an update, October 2002

Note: Unless specificaly stated, estimates reflect full years, no adjustments for
implementation of tax laws assumed. Estimates reflect satic changes only, no dynamic
economic effectsincluded. Totals may not add due to rounding.

Selected State Taxes: Changesin base and rate--an update, October 2002
(in millions)
2003 2004 2005 |.2004-05| 2006
Broaden base to include religious, educational, charitable, civic 255.8 262.8 270.0 532.8 2771
and welfare. 501(c)(3)
Broaden base to include labor and agricultural. 501(c)(5) 9.7 10.0 10.2 20.2 105
Broaden base to include business devel opment and promotion. 113 11.6 119 235 122
501(c)(6)
Broaden base to include social and recreational. 501(c)(7) 18 1.9 19 38 20
Broaden base to include co-operative organizations, nec. 501(c)(8) 26 2.7 28 55 29
Subtotal Franchise Tax - Non-Profit Corporations 281.2 289.0( 296.8 585.8 304.7
Repea exemption for aviation use - item taxable @ 1 cent/gallon 220 24.0 251 49.1 26.0
Repeal exemption for railway engine use - item taxable @ 1 34 37 39 76 41
cent/gal.
Repeal exemption for agricultural use - thisitem taxable @ 1 24 26 28 54 29
cent/gal.
Repeal exemption for industrial & commercia use - item taxable @ 15 16 17 33 18
1 cent/gal.
Repeal exemption for marine use - item taxable @ 1 cent/gal. 13 14 14 2.8 15
Repeal exemption for construction use - item taxable @ 1 cent/gal. 05 0.6 0.6 12 0.7
Subtotal Motor Fuel Taxes 311 33.9 35.5 69.4 37.0
Liguefied gastax increase rate to 30 cents per gallon 0.8 0.7 0.7 14 0.7
Gasoline and diesel tax increase rate to $.30/gal. 13041 13495( 13916] 27411 14313
Subtotal Motor Fuels Rates 1,304.9 | 1,350.2| 1,392.3| 2,742.5| 1,432.0
Increase insurance premium tax rates 116.1 122.0 126.9 248.9 1317
Examination fee and overhead assessment credits 9.2 9.7 10.1 19.8 105
Life and Health: Valuation fees (domestic life only) 29 3.0 31 6.1 32
Subtotal Insurance Premium Taxes 128.2 134.7 140.1 274.8 145.4
Cement tax rate increase from .0275 to .0375 25 2.6 27 5.3 28
Subtotal: Cement Tax 25 2.6 2.7 5.3 2.8
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CONSTITUTIONAL/STATUTORY AUTHORITY AND ALLOWABLE TAX RATES FOR MAJOR TAXES IIMPOSED
BY LOCAL JURISDICT

[ITONSIN TEXAS

Jurisdiction

Name of Tax

Tax Rate

Taxing Authority

Comments

CITIES

City Salesand Use Taxes

Salestax for generd revenue

1%

8321.101, 103 Tax Code

Sales tax for economic
development

up to 0.5%

Art. 5190.6, 84A, §4B
VTCS

Sales tax to reduce property
taxes

up to 0.5%

8321.101, 103 Tax Code

Sales tax for street 0.25% §327.003-004 Tax Code |Must be reauthorized by voters
maintenance after 4 years
Salestax for venue project  [up to 0.5% §334.081, 083 Local
Govt Code
Salestax for mass transit up to 0.5% §453.401 Transportation
Code
City Property Taxes
Property tax, general law up to $1.50/$100 Art. X1 &4, Some have more restrictive tax
cities (<= 5,000 pop when |valuation Tx.Constitution rate limits by statute
created)
Property tax, home rule up to $2.50/$100 Art. X1 85,
cities (> 5,000 pop) valuation Tx.Constitution
Property tax--seawalls none specified in Art. XI 87, Only for cities/counties along
Constitution Tx.Constitution Gulf Coast
Property tax--operation of |up to $0.10/$100 §54.004 Transportation [Only for cities along Gulf Coast >
port vauation--M&O Code 5,000 population
City Hotel Occupancy
Taxes
Hotel occupancy tax up to 7% §351.002, 0025, 003 Tax |Rate may be 9% for certain cities
Code to fund convention facilities
Hotel occupancy tax for up to 2% §334.252, 254 Local

venue project

Govt Code

City Miscellaneous Taxes

Admissionstax ontickets  |up to 10% §334.151-152 Loca Govt
sold at venue project Code
Facility use tax on members |up to $5,000 per §334.302-303 Local Govt
of sports teams player per game Code
Motor vehicle rental tax for [up to 5% §334.102-103 Local Govt
venue project Code
Parking tax on event parking |up to $3 per vehicle |8334.201-202 Local Govt

at venue facility

Code

Coin-operated machine
occupation tax

up to $15 per machine

§2153.451 Occupations
Code

per year

Tax may not exceed 1/4 of state
rate which is $60 per year
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Appendix S; Congtitutional/Statutory Authority and Allowable Tax Ratesfor Major Taxes

Impos
ed by
L ocal
Jurisd
iction
sin
Texas

CONSTITUTIONAL/STATUTORY AUTHORITY AND ALLOWABLE TAX RATES FOR MAJOR TAXESIMPOSED
BY LOCAL JURISDICTIONSIN TEXAS

Jurisdiction [Name of Tax Tax Rate Taxing Authority Comments
Counties County Salesand Use Tax
Sales tax to reduce property [0.5% §323.101, 103 Tax Code |Only if county isnot in territory
tax--city present of transit provider
Sales tax to reduce property (1% §323.101, 103 Tax Code |Only if county isnot in territory
tax--no city present of transit provider
Salestax for hospital/health [0.5% §324.021-022 Tax Code [Only in counties <= 50,000
services digtrict population
Sdes tax for crime control  [up to 0.5% §323.105 Tax Code; Only in counties > 130,000
and prevention district §363.055 Loca Govt population and in citiesin
Code counties > 5,000 population
Salestax for landfill and 0.5% §325.021-022 Tax Code [Only in counties <= 48,000
criminal detention center population with cities > 22,000
bordering Rio Grande
Sales tax for venue projects |up to 0.5% §334.081, 083 Local
Govt Code
County Property Taxes
Property tax--general fund | up to $0.80/$100 Art. VIII 89,
(and other special levies) valuation Tx.Constitution
Property tax--farm-to- up to $0.30/$100 Art. VIII 81-a,
market roads/flood control  |valuation Tx.Constitution;
§256.051, 054
Transportation Code
Property tax--special road |up to $0.15/$100 Art. VIII 89, Also appliesto road district or to
and bridge tax vauation Tx.Constitution; portion of county specified by
§256.052 Transportation | commissioners court
Code
Property tax--seawalls no limit specified Art. X1 §7, Only for cities/countiesalong

Tx.Constitution

Gulf Coast

County Hotel Occupancy
Taxes

Hotel occupancy tax for
certain counties

2%-8%, depending on
county

§352.002-003 Tax Code

Numerous conditions apply

Hotel occupancy tax for up to 2% §334.252, 254 Local
venue project Govt Code

County Miscellaneous

Taxes

Admissions tax on tickets  |up to 10% §334.151-152 Local Govt
sold at venue project Code

Facility use tax on members |up to $5,000 per §334.302-303 Local Govt
of sportsteams player per game Code

Motor vehicle rental tax for |up to 5% §334.102-103 Local Govt
venue project Code

Parking tax on event parking |up to $3 per vehicle  |§334.201-202 Local Govt

at venue facility

Code

Coin-operated machine
occupation tax

up to $15 per machine
per year

§2153.451 Occupations
Code

Tax may not exceed 1/4 of state
rate which is $60 per year
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BY LOCAL JURISDICTIONSIN TEXAS

CONSTITUTIONAL/STATUTORY AUTHORITY AND ALLOWABLE TAX RATES FOR MAJOR TAXES IMPOSED

Jurisdiction | Name of Tax Tax Rate Taxing Authority Comments
School School District Taxes
Property tax up to $1.50/$100 845.001-0031 Education |Voters may approve a higher
valuation for M&O; |Code M&O rate in certain districts
attorney general will
not approve bonds if
district's total debt rate
will exceed $0.50/$100
vauation
Special County Development
Districts
Hotel occupancy tax up to 7% §352.107 Tax Code Only for counties < 600,000
(outside municipality) population
Sdestax up to 0.5% §383.101 Loca Govt Only for counties < 400,000
Code population
Emergency Services
Districts
Emergency Services up to $0.10/$100 Art. 111 §48-¢,
Districts: Property tax valuation Tx.Constitution;
8§775.074, §776.075
Health & Safety Code
Property tax up to $0.03/$100 §775.0741 Hedlth & Only for counties > 2.4 million
valuation Safety Code population
Property tax up to $0.06/$100 §775.0741 Hedlth & Appliesto adistrict converted
valuation Safety Code from arurd fire prevention
district in acounty > 2.4 million
population
Emergency Services up to 2% §775.0751, 8776.0751
Districts. Salestax Health & Safety Code
Fire Control, Prevention, & |up to 0.5% §344.055 Local Govt Only for cities with a population
Emergency Medica Services Code of 25,000-550,000 or acity >=
1.9 million
Districts. Salestax population; appliesonly to
districts created by cities
Rural Fire Prevention up to $0.03/$100 Art. |11 §48-d, Up to $0.05/$100 in Harris
Districts: Property tax valuation Tx.Constitution; County
§794.031 Hedlth &
Safety Code
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Appendix S; Congtitutional/Statutory Authority and Allowable Tax Ratesfor Major Taxes
Imposed by Local Jurisdictionsin Texas

CONSTITUTIONAL/STATUTORY AUTHORITY AND ALLOWABLE TAX RATESFOR MAJOR TAXES IMPOSED
BY LOCAL JURISDICTIONSIN TEXAS

Jurisdiction [Name of Tax Tax Rate Taxing Authority Comments
Special Hospital Districts
Property tax up to $0.75/$100 Art. IX §9-11, Tx.
valuation Constitution; §281.121,
§286.161 Headlth &
Safety Code
Salestax for property tax ~ |up to 2% §285.061 Hedth &
relief Safety Code
Sdles tax for generd revenue |up to 2% §285.161 Hedlth & Only in counties < 75,000
Safety Code population
Jail Districts
Property tax no limit specified §351.158 Local Govt
Code
Junior CollegeDistricts
Property tax up to $0.50/$100-debt | §130.122 Education Code|V oters of each district set
service; up to maximum tax rate not to exceed
$1.00/$100 valuation statutory limits
total tax rate
Library Districts
Sales tax up to 0.5% §326.021, 093 Local Only in counties > 100,000
Govt Code population; may not include city

if city operates apublic library;
not allowed in certain transit

") ikl

Mosquito Control

Districts
Property tax up to $0.25/$100 §344.001 Hedth &
vauation Safety Code

Municipal Development

Districts

Sales tax up to 0.5% §377.021, 103 Local Only in cities located in two or
Govt Code more counties

Municipal Management

Districts

Property tax not specified §375.091 Loca Govt District has sametaxing powers
Code as water districts, road districts,

road district toll roads, and road
utility districts
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CONSTITUTIONAL/STATUTORY AUTHORITY AND ALLOWABLE TAX RATESFOR MAJOR TAXESIMPOSED BY

LOCAL JURISDICTIONSIN TEXAS

Jurisdiction |Nameof Tax Tax Rate Taxing Authority Comments
Special Transit and
Transportation
Authorities
Sales tax up to 1%; 0.5%in  |8451.404, §452.401, §457.301 limitstax to 0.5% in certain
certain areas §457.301, 8460.551 counties with cities > 500,000
Transportation Code  |population
Water Districtsand Some such districts created by local
Water-related and law have their own property tax
Conservation-related authority
Districts
Drainage Districts-- unlimited rate Chapters 49 and 56 Numerous sections apply.Tax may
Property tax Water Code not exceed 0.5% of total assessed
value in districts operating under
Art. 111, 852 Tx. Constitution
Fresh Water Supply unlimited rate §53.188 Water Code
Districts--Property tax
Groundwater $0.50/$100 va uation-| Chapter 36 Water Code|Numerous sections apply
Conservation Districts-- [M&O
Property tax
Irrigation Districts-- unlimited rate Chapters 49 and 58 Numerous sections apply
Property tax Water Code
Levee Improvement unlimited rate §57.251, 57.258 Water
Districts--Property tax Code
Municipal Utility Districts{unlimited rate Chapters49 and 54 Numerous sections apply
-Property tax Water Code
Water Control and unlimited rate Chapters49 and 51 Numerous sections apply
Improvement Districts-- Water Code
Property tax
Water Import Authorities-|$0.50/$100 valuation | Chapters 49 and 64 Thisisalocal law district; district
-Property tax Water Code may not currently exist
Water |mprovement unlimited rate Chapters 49 and 55 Numerous sections apply
Districts--Property tax Water Code
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